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Jesse Guy Benson claims the distinc- 
tion of being the only American attorney 
practicing in Argentina. After eighteen 
years of law practice in the United 
States he moved to Buenos Aires and 
studied law again, this time Latin 
American law. His article on taxes 
and corporation organization fees in 
Argentina appears next month. * * * 


Letter rulings of the Bureau some- 
times are taken to have a broad applica- 
tion, when in fact they are intended as 
an expression of opinion on an unusual 
and narrowed set of facts. To put the 
erring straight in regard to buy-and-sell 
agreements, we asked Mr. Foosaner for 
the coming article, “Buy-Sell Agree- Editor 


ments Again Limelighted.” * * * * Henry L. Stewart 
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Our Cover 


Theron Lamar Caudle, whose picture ap- 
pears on our cover, is now Assistant Attor- 
ney General in charge of the Tax Division, 
Department of Justice. In this capacity he 
supervises all the federal tax litigation, civil 
and criminal. 


Mr. Caudle, formerly in private practice 
in Wadesboro, North Carolina, entered pub- 
lic service in 1940 as United States Attorney 
for the Western District of North Carolina. 
From July, 1945, until July, 1947, when he 
took over his present post, he was Assistant 
Attorney General in charge of the Criminal 
Division, directing all criminal prosecutions 
in the federal courts. 


20 to 1 Ain't No Odds! 


The Bureau of Internal Revenue is in 
much the same position as the son whose 
sales or work makes possible the success 
of his father’s business, but who is forced 
to ask his father for every dime. The 
Bureau collects about $40 billion every year; 
but when it wants money to defray its 
operating expenses, it must submit a budget 
to Congress. Papa Congress was a little 
hard on the son at the last session, in spite of 
the great work the son had been doing in 
administering the federal tax laws. The 
conflict was between papa’s desire to econ- 
omize and the son’s desire to expand his 
operations so that he would be in a better 
position to deal with the millions of dollars in 
income tax payments that are being evaded. 


In its request for appropriations for the 
fiscal year 1948, the Bureau of Internal 
Revenue asked for $208 million to cover sal- 
aries and expenses. Congress, however, re- 
duced this amount by $20 million. This 
deep cut forced the Bureau to lay off about 


5,000 employees. As a result, various mem.) 


bers of Congress received a number of 


complaints that the Bureau had discrimi-} 
nated against its enforcement activities, and} 
that the cuts, in general, had been madef 


unwisely. 


Certain congressmen, no doubt, feel that 


the Bureau is indulging in a little spite work 


and that in this it is no different from anyf 
other governmental agency whose appro- j 
priation is cut by an economy-minded Con-f 
This feeling is brought out in the} 
general tenor of an article by Representative} 
John_ Taber, in The Nation’s Business for 


gress. 


October: 


“When he was president of the American 
Bankers Association, A. L. M. Wiggins was 


a champion of government economy, but asf 
Under Secretary of the Treasury he went tof 
bat against our reduction in the fund sought} 
for the Internal Revenue Bureau. This re-f 
duction, according to the hue and cry that} 
ensued, would necessitate dismissal of 8,000} 
agents, costing $30 million a year, but who 
dug up an additional $200 million each year} 
The New York Times} 


in tax collections. 
observed in effect that this seemed pig- 
headed. . . . It was not pigheaded, because 
our investigation of the Internal Revenue 


Bureau showed that, if the cuts were hon-f 


estly and intelligently administered, not a 
single dollar of revenue would be lost.” 


In response to these complaints, the Bureau 


is being investigated, and a preliminary re-f 


port has been made to the House Subcom- 
mittee on Appropriations for the Treasury 
and Post Office Departments. 


The chief investigator stated that the con- 
clusions contained in his report were based 
upon conditions found to exist in three New 


York City collectors’ offices which the inves: f 


tigation committee had visited during the 
two weeks of its study. Because of its 
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limited time, the committee’s objective in When dealing with revenue agents in you 
this report was confined to determining how own office or with the collectors’ offices iq 
the Bureau applied the appropriation cut and your own city, it is not easy to grasp the 
evaluating the Bureau’s statistical accom- size and scope of the Bureau of Internal 
plishments, which served as a basis for Revenue. You must realize that it is ay 
estimating the revenue loss of $400 million organization with 50,000 employees divided 
resulting from the appropriation cut. The into thirteen main groups: the Excess Profits 
investigators also reported that, in their Tax Council, the Intelligence Unit, the Tech. 
opinion, the collectors’ offices which they had _ nical Staff, the Administrative Division, the 
visited were not operating at maximum effi- Personnel Division, the Public Relations 
ciency. The report pointed out that not all Division, the Statistical Division, the Train. 
of the Forms W-2 (the withholding return ing Division, the Accounts and Collection 
of the tax computed by the collector) are Unit, the Alcohol Tax Unit, the Employ. 
audited. This fact is well known—it doesn’t ment Tax Unit, the Income Tax Unit and 
pay to audit these returns for the few pennies the Miscellaneous Tax Unit. 
in additional tax which might turn up. It 
was also indicated that the Processing Divi- 
sion, formerly located in New York but now 
in Kansas City, Missouri, could stand a 
going-over. This division consolidates all 
of the information furnished by employers O ‘ ; i hes 
+s : . : perating this huge organization costs 
and dividend-paying corporations which file d $170 million ‘ 
Form 1099. It seems that the reports sent a —o eee : 
to the various collectors’ offices are left in In 1927, the Bureau had 13,211 employees ¢ 
boxes and baskets without action. and collected $2,869,014,342, at an average | 
; 3 cost of $1.15 per $100 collected. In 1937.8 locat 
On the basis of this report, the Bureau. ; 
: a it had 21,148 employees and total collections have 
was called on the carpet on July 25, 1947, 
before the House Subcommittee on Appro- (Continued on inside back cover)}) ‘"e 
priations for the Treasury and Post Office f and 
Departments, to explain the necessity of re- In 3 
leasing between 4,000 and 5,000 employees. age 
| far | 
A 
cont 
; cout 
| acti 
t coll 
} ano’ 
; cow 


The Accounts and Collection Unit hash 
charge of the offices of the collectors, in. 
cluding their field force. The Income Tax} 
Unit’s principal duty is to administer thef 
thirty-nine field divisions of revenue agents. 


The chart shows the number of returns handled 
per bureau employee—372 in 1927, 320 in 1937 
and an estimated 950 for 1947. The total num- 
ber of tax returns handled by the bureau in 1927 I 
was 4,910,132; in 1937, 6,767,744 and estimated Py 

for 1947, 55,000,000. vac 
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Tax Trends in the Central States 


By 


EDWARD ROESKEN of the New Jersey Bar 


a TAXES are imposed today by 
but nine of the fifteen most centrally 
located states. No new taxes of this type 


' have been imposed there since 1933, when 


three states first levied net income taxes 


In the other five states, the original ex- 
action of the tax antedates 1933, usually 


| by many years—in one state extending as 


far back as 1911. 


A long-established trend in these states 
continues toward the assessment of state, 


/ county and municipal taxes by one official 


acting for these jurisdictions and the joint 


' collection of these ad valorem taxes by 
| another official. 


Usually both officials are 
county officers. 


In most of these states a classification 
of some or all forms of intangible property 
now obtains, accompanied by taxation at 
comparatively low rates in lieu of the 
normal ad valorem property tax rates. 
Such classification stems from the reluc- 
tance of taxpayers to return intangibles for 
taxation at the high local property tax 
rates and the difficulties attending attempts 
at the discovery of such intangible property 
by the local assessors. 


Sales taxes were first levied in three states 
in 1933, in two in 1934, in three in 1935 
and in two in 1937. Those seven states 
which also impose use taxes did not place 
them upon the statute books, with one ex- 
ception, until from one to four years after 
the sales tax had first been exacted. 


Not all of these sales and use taxes were 
imposed originally as permanent taxes. In 


Tax Trends in the Central States 


a number of states, they were first designed 
as temporary measures and were subse- 
quently reimposed as permanent levies. 
Today all are imposed without expiration 
dates, except in North Dakota, which has 
a permanent use tax but levies a retail sales 
tax scheduled to expire in 1949. 


Chain store taxes have been adopted by 
only five of these states. Of these, four 
levy their taxes with sole reference to the 
number of stores within the state, while 
only South Dakota has adopted the broader 
basis which, as in Florida, Kentucky, 
Louisiana and Mississippi, brings into the 
calculation of the tax the number of stores 
operated everywhere. 


Income Taxes 


Eight of the fifteen centrally located 
states—Arkansas, Iowa, Kansas, Minnesota, 
Missouri, North Dakota, Oklahoma and 
Wisconsin—today impose net income taxes 
upon corporations and also impose income 
taxes upon individuals. In addition, Indiana 
imposes a gross income tax applicable both 
to individuals and to corporations. South 
Dakota, which formerly imposed an income 
tax on corporations and individuals, re- 
pealed the provisions for that tax in 1943. 


States which do not impose income taxes 
today either on business corporations 
or on individuals, are Illinois, Michigan, 
Nebraska, Ohio, South Dakota and Texas. 


Three of the states—Arkansas, North 
Dakota and Wisconsin—impose their in- 
come taxes on corporations at graduated 
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rates. Flat rates, applicable to all taxable 
income, are employed in the remaining 
states as follows: Iowa, Kansas and 
Missouri, two per cent; Oklahoma, four 
per cent; Minnesota, six per cent. Okla- 
homa reduced its rate from six per cent 
to four per cent, applicable to income 
earned after December 31, 1946. (H.B. No. 
29, Laws of 1947.) 


The Arkansas legislature, by Act No. 135 
of 1947, effective March 3, 1947, amended 
the existing income tax law to provide for 
the collection of the tax on nonresident 
corporations and others from _ property 
owned and business conducted in the state, 
“whether or not the individuals, corpora- 
tions, partnerships, trusts or estates are 
qualified to do business in the State of Ar- 
kansas and whether or not such business, 
trade or occupation shall be conducted in 
interstate commerce.” 


The Arkansas Supreme Court has held 
that the state income tax could not con- 
stitutionally be imposed upon income 
derived by domestic corporations from 
sources outside the state, in Carroll v. 
Gregory-Robinson-Speas, Inc., 129 S. W. 
(2d) 254. A somewhat similar ruling has 
been rendered for the Indiana gross income 
tax law; the Supreme Court of the United 
States indicated that the tax could not be 
applied to an Indiana corporation’s sales 
of its manufactured products in interstate 
or foreign commerce. (J. D. Adams Manu- 
facturing Company v. Storen et al., 304 
U.S. 307.) 


The Minnesota Income Tax Law (Chap- 
ter 405, Laws of 1933, as amended), con - 
tains a provision making the act applicable 
to domestic and foreign corporations, not 
otherwise taxable, “which own property 
within this state or whose business within 
this state during the taxable year consists 
exclusively of foreign commerce, interstate 
commerce, or both.” The propriety of such 
a levy upon corporations engaged in Minne- 
sota exclusively in such interstate and 
foreign commerce activities has not yet been 
passed upon by the Supreme Court of the 
United States. The situation is somewhat 
comparable to that which was before the 
Supreme Court of the United States when 
it was considered the appeal in West Pub- 
lishing Company v. McColgan, 166 P.*(2d) 
861. There, the California Income Tax Act 
of 1937 had been applied to a foreign cor- 
poration having salesmen operating from 
offices established within the state who 
solicited orders in interstate commerce, 
subject to approval in another state, from 
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which shipments were made direct to Cali- 
fornia customers. The California Supreme 


Court upheld the imposition of the tax § re! 
The Supreme Court of the United States, base 
in a per curiam opinion, on June 10, 1946 § PrOPS 
(66 S. Ct. 1378), granted a motion to affirm the 
and affirmed the judgment of the California | 2¥4!!é 
court. A petition for rehearing was denied busin 
on October 14, 1946 (67 S. Ct. 35.) excep 
Th 
Allocation Formulae we 
There is little uniformity among these — 
eight states in the methods of allocation ag 
of the taxable net income of corporations, | ™ 
The most common formula, employed in franc 
Kansas, Minnesota, North Dakota, Okla- Ohio 
homa and Wisconsin, makes use of varia- limit 
tions of the “Massachusetts formula.” § *"° 
Under this, three factors are considered No 
in allocation: (1) property, (2) payroll and § for ft 
(3) sales. While Minnesota permits manu- § state 
facturing companies to make use of these § rang’ 
three factors, the remaining states men- § for i 
tioned have adopted two of the factors, § par 
property and sales, but substitute other § valu. 
factors for payroll. For instance, Kansas § are . 
and Wisconsin make use of a cost manw- § shar 
facturing factor as the third factor, Okla- § amo 
homa uses the expenditures for dirct costs § ypor 
of operation, and North Dakota, while ouch 
retaining the payroll factor, includes a § rece¢; 
fourth factor calling for the amounts paid stoc! 
for goods, materials and supplies within f ,, 1, 
and without the state. oie 
In the eight states which impose indi- — the 
vidual income taxes, graduated rates are J as d 
employed according to the taxable income § ever 


received. These range from one per cent 
to four per cent in Kansas and Missouri, 
and from one per cent to fifteen per cent 


in North Dakota. The trend in these It 
states has been against withholding of taxes F 
at the source, Iowa alone imposing such only 
a requirement today. Comparable pro- § P'° 
visions which were in effect for a time in J ™™ 
Minnesota were repealed in 1945. Indiana Ilin 
continues to require withholding at the Mic 
source under its gross income tax for pay- taxc 
ments to nonresidents. inta 
valc 
In 
Franchise Taxes thes 
OS! 
Nine of these central states—Arkansas, oe 
Illinois, Kansas, Michigan, Missouri, Ne- to 
braska, Ohio, Oklahoma and Texas— tha 
impose franchise taxes upon business cor- § ;,, 
porations. In each state the tax is levied ind 
upon both domestic and foreign corpora- see 
tions. 
Tay 





Where business is done within and with- 
out a taxing state, all of these states permit 
foreign corporations an allocation of the 


> Cali- 
ipreme 







St ee base of the tax, usually reflecting the 
198 property owned and business done within 






the state. A similar apportionment is 
available to domestic corporations doing 
business within and without the state, 
except in Kansas and Nebraska. 
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The trend in franchise taxes has been 
toward a $10 minimum. This amount is 
applied both to domestic and to foreign 
business corporations in Kansas, Michigan 
and Oklahoma, and to foreign corporations 
in Illinois. In Arkansas, the minimum 
franchise tax is $11; in Texas, $20, and in 
Ohio, $25. Michigan provides a maximum 
limit of $50,000, and Nebraska a ceiling ex- 
action of $2,500. 


No-par value shares are specially treated 
for franchise tax purposes in several of these 
states, the arbitrary value assigned to them 
ranging from $1 to $25 or more. Arkansas, 
for instance, provides that shares without 
par value are to be taken to be of the par 
value of $25 each. In Missouri, such shares 
are considered as having a value of $5 per 
share, unless the actual value exceeds that 
amount, in which event the tax is based 
upon the actual value. Texas considers 
such stock as being of the value actually 
received at the time of the issuance of the 
stock, while Michigan deems such shares 
to have a par value of at least $1 or such 
value as was fixed by the corporation for 
the sale of the stock, or the book value 
as determined by the Commission, which- 
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income — ever may be higher. 
yer cent 
fissouri, 
ser cent | Property Taxes 
of — In all but three of these central states, 
ne such only one assessment of real and personal 
me pro- property is made for .state, county and 
time in } ¥nicipal purposes, the exceptions being 
Indiana § Jllinois, Michigan and Texas. Illinois and 
at the | Michigan are excepted merely because state 
for pay- | ‘@xes other than certain taxes related to 
intangibles, have not been levied for ad 
valorem purposes for at least a dozen years. 
In Texas, in a number of municipalities, 
there is but one assessment for all the pur- 
poses mentioned, because of the adoption 
— of the county assessment for city property 
"Tex 7 tax purposes. In the other municipalities of 
a a that state, an assessment for city property 
‘5 levied ‘ax purposes is effected by city assessors, 
porate independent of the county assessment of 





Property for state and county tax purposes. 
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In most of these states, state, county 
and municipal taxes are collected by a 
county official, usually the county treas- 
urer. Outstanding exceptions are Michigan 
and Wisconsin, where collection of such 
taxes is in the hands of the local municipal 
officials. 


In the larger cities throughout the 
Middle West, the combined property tax 
rates for state, county and municipal 
purposes may be expected to range 
approximately as follows, the material in 
parentheses indicating the general range of 
assessment valuations employed: Arkansas, 
$41 to $52 (twenty five per cent to fifty 
per cent); Illinois, $26 to $85 (eighteen per 
cent to eighty per cent); Indiana, $21 to 
$56 (thirty five per cent to one hundred 
per cent); Iowa, $25 to $110 (fifty per cent 
to sixty per cent); Kansas, $26 to $85 (fifty 
per cent to one hundred per cent); Mich- 
igan, $15 to $48 (thirty per cent to one 
hundred per cent); Minnesota, $77 to $195 
(eighty per cent); Missouri, $23 to $55 
(twenty five per cent to one hundred per 
cent); Nebraska, $27 to $65 (fifty per cent 
to one hundred per cent); North Dakota, 
$20 to $72 (seventy five per cent); Ohio, 
$11 to $32 (forty per cent to one hundred 
per cent); Oklahoma, $24 to $70 (thirty 
three per cent to sixty per cent); South 
Dakota, $32 to $69 (forty per cent to one 
hundred per cent); Texas, $31 to $76 (forty 
per cent to eighty per cent); Wisconsin, 
$22 to $45 (sixty per cent to one hundred 
per cent). 


Intangibles 


Intangible personal property is segregated 
for assessment at comparatively low rates 
in most of the states in this group. The 
intangibles segregated and the rates applied 
vary considerably. 


In Indiana, for instance, collection of 
taxes on intangibles is effected principally 
by means of a stamp tax, the holder of the 
intangible purchasing and affixing stamps to 
the evidence of the intangible, where prac- 
ticable, and cancelling the stamps by writing 
his initials on them. A two and one-half 
mill rate is imposed. 


In 1939 Michigan enacted legislation 
which classified and taxed intangibles. Un- 
der 1945 amendments, income-producing 
property is taxed at three per cent of the 
income but not less than one tenth of one 
per cent of the face, par or contributed 
value, and non-income-producing property 
is taxed at the last-mentioned rate. Moneys 
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on hand, in transit or on deposit in a bank 
and shares of stock in building and loan 
or savings and loan associations are clas- 
sified separately and taxed at one twenty- 
fifth of one per cent of the face value and 
of the paid-in value, respectively. A sqme- 
what similar classification of intangibles is 
in effect in Ohio, where productive invest- 
ments are likewise taxed according to the 
income yield and other intangibles are as- 
sessed at their true value and taxed at 
comparatively low rates. 


Oklahoma’s present Intangible Personal 
Property Tax Law, enacted in 1939, pro- 
vides for taxation at two mills on each 
dollar of money on hand and on deposit, 
and at four mills on each dollar of other 
intangible property at its fair cash value. 

In Missouri, on July 1, 1946, intangible 
property having an income yield became 
taxable annually at four per cent of the 
yield, where the property has a taxable situs 
in the state. 


The intangibles of Illinois corporations 
are reached indirectly through the imposi- 
tion of the capital stock tax, while the 
intangibles of foreign corporations located 
and used in business in the state are included 
in the general assessment of personal prop- 
erty. 


Kansas taxes intangible personal property 
at five mills on each dollar of actual value, 
while in Iowa certain intangibles, particu- 
larly moneys and credits, are also taxable 
at the rate of five mills on the dollar of 
actual value. Nebraska taxes certain in- 
tangibles at two-and one-half mills and the 
remaining intangibles at eight mills. Moneys 
and credits are subject to tax in South 
Dakota at four mills on the dollar. 


Moneys, debts due, stocks and bonds have 
long been exempt from property taxation 
in Wisconsin; and the former provisions in 
Minnesota for the taxation of moneys and 
credits at three mills on the dollar were 
repealed by Chapter 453, Laws of 1945, thus 
permanently exempting them from taxation. 


In the remaining states of Arkansas, 
North Dakota and Texas, application of 
the local property tax rate may be expected 
where intangibles are returned for ad valor- 
em taxation. 


Sales Taxes 


Ten of the fifteen centrally located states 
impose sales taxes. These are Arkansas, 
Illinois, Iowa, Kansas, Michigan, Missouri, 
North Dakota, Ohio, Oklahoma and South 
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Dakota. In all of these states except IIlj- 
nois, Michigan and South Dakota, the tax 
is primarily upon the purchaser and is col- 
lected and remitted by the retailer. [Ip 
these three states, the tax is basically q 
retailer’s tax paid for the privilege of en. 
gaging in that type of business. 
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Eight of the ten states levy sales taxes 
at the rate of two per cent, while Michigan 
and Ohio employ a three per cent rate. Ip 
Ohio, in addition to the tax collected from 
the consumer, a tax is levied upon vendors 
at the rate of three per cent of the gross 
receipts derived from retail sales, minus the 
amount collected from the consumer under 
the brackets provided. In Wisconsin, §. J. 
R. 58 of 1947 provides that at the general 
election of November 3, 1948, the following 
question shall be submitted: “Should the 
legislature enact a three per cent retail sales 


tax to raise a sum not to. exceed (Regt 
$200,000,000 to be used to finance a bonus The 
for veterans of World War II?” provi 
The trend is toward the filing of monthly § which 
returns and the remittance of accompany-f goods 
ing payments. Five states provide for such§ from 
filing, while in Iowa, Missouri, North Dako- §— whicl 
ta and South Dakota the accounting is on§ pass 
a quarterly basis and in Ohio vendors file § goods 
semi-annual returns. Missouri changed from § ately 
monthly to quarterly filings in 1947. (House ¥/ fail s 
Bill No. 274.) the di 
The approach of these sales tax states ng 
to the problem of the relation of the tax (2d) 
to interstate commerce transactions is not cludit 
uniform. “ie 
The Supreme Court of the United States f merc: 
held in 1944 that the Arkansas gross receipts I 
or sales tax was not applicable to an un- - 
licensed foreign corporation which solicited } “*"¢ 
gn corporation which solicited}, 
orders through traveling representatives inf. hi 
Arkansas, followed by shipments into that - " 
state in interstate commerce. (McLeod 1. en 
J. E. Dilworth Company et al., 64 S. Ct “a > 
1023, 322 U. S. 327.) a 
In 1943 the Illinois Supreme Court ruled } prem 
that the Retailers’ Occupational Tax Act was} in 
not applicable to sales represented by the § ing ( 
mere solicitation of orders in the state } wher 
through manufacturers’ agents (E-x-Cell-0 § sales 
Corporation v. McKibbin, 50 N. E. (2d) Bitract: 
505), sales agents or employees (Ayrshire} py 4 
Patoka Collieries Corporation et al. v. Nud-F state 
elman et al., 50 N. E. (2d) 509; Allis-Chal-F the , 
mers Manufacturing Company v. Wright et 
al., 50 N. E. (2d) 508) where such activity] s 
was followed by the shipment of the goods wel 
ordered into the state across state lines. ae 
A subsequent amendment to the act, which Hie 
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sought to bring such limited activities car- 
ried on in the state within the scope of the 
law, was held invalid in 1944 in the case 
of Ex-Cell-O Corporation v. Collins by 
the Sangamon County Circuit Court. To- 
day the tax is applied where a contract of 
sale is completed within the state, even 









taxes | though the property sold is transported dir- 
chigan § ectly to the buyer from a point outside the 
‘e. In} state, if the seller is engaged in the business 
| from§ of sclling tangible personal property at re- 







endors § tail in Illinois, and if, in addition, physical 








gross} possession of the property is received in 
us the } Illinois by the purchaser or his representa- 
under} tive. The tax is not extended to gross 
1, S. J. | receipts from sales in which the seller is 
xeneral § obligated, under the terms of his agreement 
lowing § with the purchaser, to make physical deliv- 





ild the 
il sales 
exceed 
- bonus 


ery of the goods sold from a point in IIli- 
nois to a point outside that state. 
(Regulation Article 5.) 























The Missouri regulation contains a broad 



































provision that retail sales transactions 
nonthly # which necessitate the transportation of 
mpany-§ goods from other states .into Missouri or 
or such& from Missouri into other states, and in 
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which title and ownership to such goods 
pass either in another state or while the 
goods are moving in commerce or immedi- 
ately thereafter, are exempted from the re- 
fail sales tax. This provision stems from 
the decision of the Missouri Supreme Court 
in American Bridge Co. v. Smith, 179 S. W. 























































ae (2d) 12, certiorari denied 65 S. Ct. 37, con- 
= - cluding that the legislature intended to 
— exempt from the sales tax “all sales at retail 
in the sales transactions of interstate com- 

d States f merce.” 
ae In the remaining states, the trend is to- 
an EY | ward the taxation of transactions where 
solicited business activity is carried on by the seller 
oy within the state and is followed by shipment 
ep of the goods ordered into the state and 
" “ Ct delivery to the customer there. This trend 
“ “Tis due, in large measure, to the practical 
adoption of the rule laid down by the Su- 
urt ruled } preme Court of the United States in 1940 
Act was fin McGoldrick v. Berwind-White Coal Min- 
d by the fing Company, 60 S. Ct. 388, 309 U. S. 33, 
he state Fwhere it was held that the New York City 
2x-Cell-O f sales tax applied to sales effected by con- 
E. (2d) ftracts entered into in that city and followed 
(Ayrshire B by the shipment of material from another 
il state and delivery to the customer within 

S-CNOr EB the city, 
WV right et : , vere 
bs activity As to shipments of goods from within 
ie nell the taxing state to a point outside that 
ate ta state, the trend is to regard them as non- 






taxable transactions where a purchaser has 
directed the seller.to deliver the property 
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to a destination outside the state at the 
risk of the seller and the seller performs 
accordingly, provided the property is not 
returned to a point within the taxing state. 


Use Taxes 


Of the ten states in this central group 
which impose sales taxes, seven impose use 
taxes, Arkansas, Illinois and Missouri 
being the exceptions. Both sales and use 
taxes are imposed by Iowa, Kansas, Michi- 
gan, North Dakota, Ohio, Oklahoma and 
South Dakota. 


In each state where a use tax is imposed, 
the buyer is primarily liable for the payment 
of the tax. Normally, this is collected by 
the vendor if the vendor is subject to the 
jurisdiction. Where the vendor does not 
collect the tax, the purchaser is obliged to 
report and pay it. 


The Supreme Court of the United States 
has indicated that the vendor may be re- 
quired to collect and remit the tax where 
its activities within the taxing state are 
limited to the solicitation of orders by trav- 
eling salesmen within the state who trans- 
mit the orders to another state, to be 
followed by the shipment of the goods in 
interstate commerce to the customers from 
whom the orders were secured. This ruling 
was established in 1944 in connection with 
the Iowa use tax. The court observed that 
“the exaction is made against the ultimate 
consumer—the Iowa resident who is paying 
taxes to sustain his own State Government. 
To make the distributor the tax collector 
for the State is a familiar and sanctioned 
device.” (General Trading Company v. 
State Tax Commission, 64 S. Ct. 1028, 322 
U.S. 335.) 


Of the states in this group which appear 
to have taken affirmative steps to apply 
this rule, Oklahoma and South Dakota, by 
regulation,- have extended the application 
of their sales taxes to such a situation over 
a period of more than five years, having 
thus anticipated the Supreme Court ruling 
in 1944. Kansas has incorporated a similar 


rule in the revision of its use tax by Chapter 
370, Laws of 1945. 


It has also been established, under deci- 
sions of the Supreme Court of the United 
States, that a foreign corporation which 
operated stores in Iowa and was authorized 
to do business there could be required to 
collect the Iowa use tax on mail orders of 
Iowa residents sent to and filled by the 
company’s stores in other states. Nelson 
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et al. v. Sears, Roebuck and Company, 61 
S. Ct. 586, 803; 312 U. S. 359, 715; Nelson 
et al. v. Montgomery Ward & Company., 61 
S. Ct. 593, 804, 312 U. S. 373, 716.) 


In 1941, a city use tax was imposed by 
ordinance in Kansas City, Missouri, al- 
though no city retail sales tax was in effect. 
Not long after its enactment, the tax was 
held invalid and its enforcement was dis- 
continued. 


Chain Store Taxes 


Only five of these fifteen states have a- 
dopted chain store taxes. Indiana, in 1929, 
was the first state in the country to impose 
such a tax. In 1931 the levy was upheld 
by the Supreme Court of the United States 
in State Board of Tax Commissioners of 
Indiana et al. v. Jackson, 51 S. Ct. 540, 651; 
283 U. S. 527. 


The other states in this group which im- 
pose chain store taxes are Iowa, Michigan, 
South Dakota and Texas. 


In Indiana, Iowa, Michigan and Texas, 
schedules of rates are graduated according 
to the number of stores within the state. 
Michigan also applies a separate schedule 
of rates to “branch or chain counters” op- 
erated within the state, a single “branch 
or chain counter” or “branch or chain store” 
being excepted from the tax. Iowa likewise 


exempts a single store from its tax. In these 
two states, where two or more units are 
operated, one unit is exempt from the tax. 


South Dakota employs a different basis 
for its chain store tax. This follows the 
pattern of the Louisiana chain store tax, 
which was upheld by the Supreme Court 
of the United States in Great Atlantic & 
Pacific Tea Company et al. v. Grosjean, 57 
S. Ct. 772, 301 U. S. 412. In South Dakota, 
a graduated scale of rates is applied to the 
number of stores operated in the state, the 
rate or applicable bracket varying according 
to the number of stores operated everywhere 
rather than according to the number oper- 
ated in South Dakota. 


An attempt in Iowa to impose, as part 
of its levy upon chain stores, an additional 
graduated tax upon the combined gross re- 
ceipts of stores according to a cumulative 
graduated schedule was held uwnconstitu- 
tional in 1936 in Valentine et al. v. Great 
Atlantic & Pacific Tea Company et al., 57 
S. Ct. 56, 299 U. S. 32. 


The Indiana Supreme Court has held 
that gasoline filling stations are stores and 
subject to be licensed as such, in Midwestern 
Petroleum Corporation v. State Board of 
Tax Commissioners, 206 Ind. 688, 187 N. E. 
882. In Michigan, South Dakota and Texas, 
however, statutory provisions exempt such 


stations. [The End] 
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Federal Tax Forum 


The November semi-monthly meetings of the Federal Tax 
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Forum will be held on the thirteenth and twenty-fifth at the Hotel 
Sheraton in New York City. The first meeting of the month will 
be a round table discussion on “Problems Encountered in Settling 
Recent Income and Excess Profits Tax Cases,” “Mitigation of Tax 
Effects Under Section 3801,” “Submission of Working Papers to 
Revenue Agents,” “Problems Involving Inventories” and “Deduc- 
tion for Interest Paid on Debts and Obligations.” The discussion 
leaders will be Ralph Button, Sol Levine, Thomas O’Brien, Mark 
Richardson and Harry Stelle. On November 25, J. S. Seidman 
will talk on “What’s Ahead for Section 102.” There is only one 
meeting scheduled for December and that will be on the sixteenth; 
Alex Hamburg will speak on “Tax Valuations on Stock, Real 
Estate and Goodwill.” 
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This summary reflects only the 
author’s understanding of the 
study and is not to be attrib- 
uted to the Treasury Department 






































MHE RECENT STUDY released by 

the Treasury, Federal Estate and Gift 
Taxes: A Proposal for Integration and for 
Correlation with the Income Tax, does not 
read like Forever Amber. Among other 
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Twestern things, it is not as long and it is lacking in 
oard off \edroom scenes. In short, it has none of 
7 N. E.f the attributes which serve to produce light 
d Texas, reading. Accordingly, to a person who has 
ipt such F little stomach for technical matters, the 
he End] 


study will appear as an unappetizing dish. 
If, however, a reader is possessed of a gen- 
uine interest in tax law, he can be assured 
of several hours of real enjoyment. What 
the study contains is, in its own words, “a 
thorough examination of the policies sought 
to be achieved under the existing estate, 
gift, and related income-tax structure, an 
appraisal of the effectiveness of the rules 
upon which this structure has been built, 
and recommendations looking toward legis- 
lative revisions in the structure for the mu- 
tual benefit of both taxpayers 2nd the 
Government.” 













Appraisal of Existing System 





At the outset, we are told that the attain- 
ment of specific revenue goals is not among 
the objectives of the study. Rather, the 
governing purpose has been elimination of 
the dissatisfaction with the existing system 
of taxing transfers and income from trans- 
ferred property by the creation of a set of 
consistent rules of estate, gift and income 
tax incidence. According to the study, this 
dissatisfaction is due to three major short- 
comings in the system: 
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A Summary of the Treasury’s Study 
on Integration and Correlation 





Summary of Treasury’s Study on Integration and Correlation 


By MAURICE ALEXANDRE 


Senior Attorney, Office of Tax Legislative 
Counsel, United States Treasury Department 


(1) Lack of neutrality. The differential 
between gift and estate tax rates, together 
with the failure in computing these taxes 
to cumulate all transfers, inter vivos and 
testamentary, have prevented the gift and 
estate taxes from remaining neutral. Thus, 
under existing law, the combined estate and 
gift tax liabilities of each of two taxpayers 
may differ even though they have trans- 
ferred equal amounts of property. In addi- 
tion, all taxpayers do not have an equal 
opportunity to reduce their taxes through 
inter-vivos rather than testamentary trans- 
fers, since death may intervene. 


(2) Lack of correlation. Logically, a per- 
son who is taxable on the income from 
transferred property up to the moment of 
his death should be required to pay an es- 
tate tax rather than a gift tax upon the 
transfer of such property. By the same 
token, a person should not be required to 
pay a gift tax without being relieved of his 
income tax liability thereafter. Present law, 
however, does not always follow this pat- 
tern. To that extent, the income tax is not 
correlated with the estate and gift taxes. 


Logically, a person who disposes of prop- 
erty by gift should thereafter be free from 
estate tax liability with respect to such 
property. Yet, under existing law, this is 
not always so. Some times both a gift tax 
and an estate tax are payable, although a 
credit for the gift tax is allowed. To that 
extent, the gift and estate taxes overlap. 

(3) Contemplation of death. The “con- 
templation of death” provisions of the Code 
are designed to prevent avoidance of estate 
tax through the use of inter-vivos disposi- 
tions which serve as substitutes for testa- 
mentary dispositions. These provisions have 
proved very unsatisfactory because of the 
necessity of inquiring into the intention of 
the decedent. 
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Single Taxable Event 


The proposed statute contained in the 
study seeks to eliminate these inconsisten- 
cies and difficulties by integrating the gift 
and estate taxes into a single transfer tax 
payable upon the making of a completed 
transfer either during life or at death. The 
transfer tax would in turn be correlated 
with the income tax in such a manner as to 
postpone the transfer tax until death if the 
transferor is required to pay an income tax 
on the income from the transferred prop- 
erty, and to relieve him of further income 
tax liability if the transfer tax is payable 
upon an inter-vivos disposition. Thus, a sin- 
gle taxable event would be selected and ad- 
hered to for purposes of both the income 
and transfer tax. In this manner, the pres- 
ent overlapping of gift and estate tax, as 
well as the need for determining whether 
a transfer has been made in contemplation 
of death, would be eliminated. 


Computation of Transfer Tax 


The study points out that a large meas- 
ure of the desired neutrality would be 
achieved through (1) the use of a single 
set of graduated transfer tax rates which 
would apply to all transfers, and (2) the 
cumulation of inter-vivos with testamentary 
transfers. The transfer tax payable on an 
inter-vivos transfer would, like the present 
gift tax, be computed by cumulating the 
transfer with all prior gifts made in 1932 
and subsequent years. A transfer effected 
through death would be merely the final 
transfer made by the taxpayer. The tax on 
such a transfer would be computed in the 
same manner as the transfer tax on an 
inter-vivos transfer, except that the gross 
estate would be cumulated only with prior 
transfers made after the effective date of 
the transfer tax rather than with all trans- 
fers made since 1932. This exception is 
believed necessary in order to avoid the 
unanticipated impact of high tax brackets 
which full cumulation would bring into 
play. 


The computation would be as follows: 


(1) Tax on inter-vivos transfers 

(a) The applicable. rates would be 
applied to the value of the trans- 
fer cumulated with all prior 
transfers made by the taxpayer 
since 1932, 
The applicable rates would be 


applied to the value of all such 
prior transfers. 


(b) 
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(c) The result obtained in the sec. U1 
ond computation would be sub. wou! 
tracted from that derived in the (1 
first computation to determine 
the tax sought. (2 

(2) Tax on testamentary transfers 

(a) The applicable rates would be (3 
applied to the value of the gross 
estate cumulated with all prior 
transfers made by the decedent 
after the effective date of the 
transfer tax. (4 

(b) The applicable rates would be 
applied to the value of all such (5 
prior transfers, i.e., transfers 
made after the effective date. 

(c) The result obtained in the second 
computation would be subtracted (6 
from that derived in the first 
computation to determine the tax 
sought. 

It should be noted that the credit pro- Ir 
vided in paragraph (2) (b), above, is not § fers 
equal to the transfer taxes theretofore paid — tran 
on all prior inter-vivos transfers, but is the J self 
result of applying the tax rates only to § the 
transfers made after the effective date of J tion 
the transfer tax. tran 

The recommended legislation also pro- — PT! 
vides for including in the gross estate all } St! 
transfers made in the calendar year of § *t4 
death, as well as the transfer tax upon able 
transfers made in the calendar year preced- J © 
ing death but within one year prior to death. | 'Y! 
In addition, but only for illustrative pur- — ™” 
poses, a single exemption of $90,000 is pro- °°" 
vided, of which a maximum of $30,000 may | >. 
be used during life. At death, the estate — 
would be entitled to an exemption of $60,000 the 
plus any unused balance of the $30,000. he 

ert} 
him 
Incomplete Transfers oh 

The study points out that the key to the — 'Y 
creation of a single taxable event lies in the lief 
establishment of precise criteria for differ- to 
entiating between a complete and an incom- 
plete transfer. It is proposed to accomplish — PI 
this by expressly defining the types of sol 
transfers which are to be treated as incom- § ‘a 
plete. The consequences of making an is | 
incomplete transfer would be, as already hol 
indicated, that the transferor continues to les 
pay income tax but postpones payment of f '¢r 
the transfer tax until his death. Any trans- be 
fer which does not come within the cate- J Th 
gory of an incomplete gift would be treated ab. 
as complete and a transfer tax would be — ™¢ 
payable on the date of completion, with J © 
subsequent elimination of income tax lia- | P° 
bility. ™ 
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Under the proposed rules, a_ transfer 


would be incomplete where: 


(1) The transfer may be revoked or al- 
tered by any person; 

The property or the income must re- 
vert to the transferor or his estate; 
The property or the income may 
revert to the transferor and no bene- 
ficiary can obtain possession or en- 
joyment of the property prior to the 
transferor’s death; 

The current income is, or may be, 
distributed to the transferor; 

The property or the income is, or 
may be, purchased or otherwise dealt 
with by any person for less than an 
adequate consideration; 

The property or the income is, or 
may be, borrowed by the transferor 
under an express power contained in 
the trust instrument. 


(2) 


(3) 


(6) 


In general, the foregoing types of trans- 
fers are defined as incomplete because the 
transferor has not sufficiently divested him- 
self of control over, or the benefits from, 
the property or income to warrant termina- 
tion of his income tax liability or to impose 
transfer tax at the time of transfer. The 
proposal abandons the concept of the sub- 
stantial adverse interest. At present, an 
estate tax, but not an income tax, is pay- 
able where the decedent possesses the pow- 
er, in conjunction with a beneficiary, to 
revoke or amend the transfer. Under the 
revision proposed in the study, both an in- 
come tax and a transfer tax at death would 
be payable in this situation. The justifica- 
tion for the present estate tax here is that 
the decedent retains such a power because 
he desires to retain dominion over the prop- 
erty, and that he will normally join with 
him, in the exercise of the power, someone 
who will be amenable to his persuasion. The 
revision is said to be predicated on the be- 
lief that this rationale is equally applicable 
to both the income and estate tax. 


This rationale, however, is deemed in- 
applicable where the power is exercisable 
solely by will by a person other than the 
transferor, or where the donee of the power 
is free to vest the property in himself. The 
holder of a testamentary power is probably 
less amenable to the wishes of the trans- 
feror than the holder of a power which may 
be exercised during the latter’s lifetime. 
This fact, together with the desire not to 
abandon the traditional treatment of testa- 
mentary powers of appointment as_ the 
equivalent of ownership in the donee of the 
power for tax purposes, has led to the rec- 
ommendation that where a power which 
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would otherwise render a transfer incom- 
plete is exercisable solely by will by a per- 
son other than the grantor, the transfer 
should, nevertheless, be deemed complete. 
Similarly, a transfer would be complete 
where the power permits the holder of the 
power to vest the transferred property in 
himself. Such a transfer is not considered 
appreciably different from one which vests 
outright ownership in the holder of the 
power. 


In several situations, according to the 
study, it would be unfair to tax the trans- 
feror on all the income from the transferred 
property merely because of the possession 
of a power with respect to such property or 
income. Since a power merely to distribute 
income to the current income beneficiary, or 
to accumulate it for him, is not considered 
equivalent to ownership, possession of such 
power would not render the transfer incom- 
plete under the proposed plan. It is also 
provided that a transfer should be consid- 
ered complete despite the existence of a 
power to distribute any portion of the cor- 
pus to the income beneficiary of that por- 
tion. Although such a power is said to be 
theoretically equivalent to ownership, it has 
been made the subject of an exception for 
two reasons. First, even if an unlimited 
power to invade made a transfer incom- 
plete, it would be necessary to draw a line 
between such a power and a power to in- 
vade which is limited by an ascertainable 
standard. This in turn would present diffi- 
cult problems regarding the sufficiency of 
the standard provided by the transferor and 
the value of the property which might be 
invaded under the limited power. Second, 
it is believed that transferors should not be 
discouraged from taking care of emergen- 
cies by providing for payment of corpus to 
the current income beneficiary, who is 
usually the person in whom the transferor 
is primarily interested. 


Where trust income may be used for the 
maintenance of the transferor’s dependents, 
it would be rather harsh, the study indi- 
cates, to attribute all the trust income to 
the transferor even though none was in fact 
used and only a small portion could, as a 
practical matter, be used. Where trust in- 
come may be used to pay premiums on 
policies of life insurance on the transferor’s 
life, it is deemed unfair to attribute the en- 
tire trust income to the transferor if he can 
obtain only a limited amount of insurance. 
Accordingly, the proposed statute would 
treat maintenance and life insurance trusts 
as completed transfers. The transferor 
would be required, however, to pay income 
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tax on as much of the trust income as is 
actually used to support his dependents, 
and on as much as may be used to pay 
premiums on life insurance policies which 
were actually purchased. 

The recommendation with respect to re- 
verters stands on a somewhat different 
ground. The study points out that it is 
extremely difficult to draw a simple and 
effective statutory line between short-term 
and long-term trusts. For that reason, it is 
proposed to tax the transferor on the income 
from transferred property regardless of the 
duration of the transfer, so long as the 
property must return to him. In order to 
produce correlation, the transfer is treated 
as incomplete and the transfer tax is ac- 
cordingly postponed until the reversion is 
released or the transferor dies. 


Given such a rule, it would apparently be 


inconsistent to relieve the transferor of the. 


tax on income from transferred property 
merely because the reversion of the prop- 
erty is contingent upon his survival of the 
income beneficiary, as for example in a 
Hallock transfer. Moreover, such a trans- 
fer is essentially a testamentary disposition. 
Accordingly, the proposal would treat such 
transfers as incomplete. Where, however, 
the reversion is not contingent upon the 
transferor’s survival of the income benefici- 
aries, the transfer would be complete. 


The study does not contain a specific leg- 
islative proposal dealing with administra- 
tive powers, such as the power to vote 
trusteed stock and the power to control 
trust investments. Retention of such pow- 
ers is not invariably equivalent to owner- 
ship of the trust, and it is extremely difficult 
to spell out a practical statutory test draw- 
ing a proper line between situations in 
which possession of these powers amounts 
to ownership for tax purposes and situa- 
tions in which it does not amount to owner- 
ship. Since the taxation of such powers is 
only one phase of the much broader prob- 
lem of the taxation of family income as a 
unit, the solution will largely eliminate the 
need for dealing separately with adminis- 
trative powers. The principle of combining 
the family income and taxing one half of 
the aggregate to each spouse is endorsed 
in the study, and a thorough exploration of 
this principle is recommended. 


Tenancies 


The study suggests that the existing tax 
treatment of joint interests be changed in 
some respects. At present, the income from 
jointly held property is taxed to each joint 


958 


tenant on the basis of his interest in the 
property. A transfer of property by the 
owner to himself and another as joint ten- 
ants is a taxable gift to the extent of the 
interest transferred to the other person, less 
the value of any consideration paid by the 
latter. At the transferor’s death, the value 
of the jointly held property, less the portion 
contributed by the other tenant, is includ- 
able in the transferor’s gross estate. The 
estate tax, however, is credited with the 
amount of the gift tax. 


Under the recommended rules, the pres- 
ent income tax treatment of jointly owned 
property would be continued. For a trans- 
fer of property to joint tenants, a transfer 
tax would be payable upon the interest 
passing to the donee. At the death of the 
donor, he would pay a transfer tax upon his 
interest in the jointly held property. These | 
rules would enable the income and transfer 
taxes to operate in harmony. In addition, 
the necessity for determining whether the 
interest held by the surviving tenant is eco- 
nomically attributable to him or to the de- 
deceased tenant, would be eliminated. 


The proposed rules governing tenancies 
by the entirety are similar to those recom- 
mended for joint interests except that one 
half of the income and of the property 
would be attributable to each spouse. 


Community Property 


It is proposed to retain the existing tax 
treatment of community property in order 
to avoid discriminating against jointly held 
property. In the event of powers of ap- 
pointment, the study recommends only those 
changes which would be necessary to pro- 
duce integration and correlation. In gen- 
eral, these changes would provide that the ? 
donee of a power does not possess a taxable 
power of appointment so long as the creator f 
of the power remains taxable on the income — 
from the property subject to the power. 


Life Insurance 


The present rules with respect to life in- 
surance also create an overlapping of gift 
and estate taxes. Under existing law, once 
all incidents of ownership in a policy are 
surrendered, a gift tax is payable. In addi- 
tion, if the decedent pays the premiums or 
has one or more incidents of ownership at 
his death, the proceeds are included in his 
gross estate. The gift tax paid is a credit 
against the estate tax. The proposed revi- 
sion would retain the present gift tax rules, 
and a transfer tax would be payable, when 
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all incidents of ownership over life insur- 
ance are relinquished, upon the value of the 
policy at that time. Subsequent payments 
of premiums by the insured would consti- 
tute separate taxable transfers. At the 
death of the decedent, a further transfer tax 
would be due on the proceeds of the policy, 
less the sum of its value when ownership 
was relinquished and the subsequent premi- 
ums paid by him. In this fashion, only that 
portion of the proceeds which had not yet 
been subjected to transfer tax would be 
taxed at death. 


Apportionment 


At present, the Code contains no provi- 
sion for apportioning the income tax lia- 


| bility of a grantor who is taxable upon 


—_ 





trust income. Because the needs of correla- 
tion require rules of income tax incidence 
which in some situations might weigh more 
heavily upon the grantor than do existing 
rules, the study recommends that a system 
of apportionment should be an integral part 
of the proposed system of taxation. 


Under the method recommended for ap- 
portioning the income tax liability of the 
grantor, he may recover from the trustee 
(1) the tax which the trust, if it were liable, 
would pay on the income included in com- 
puting the grantor’s net income, plus (2) an 
amount equal to the same proportion of the 
grantor’s total tax which such trust income 
bears to the grantor’s net income, less the 
amount provided in (1). The amount al- 
lowed in (2) may not exceed the amount of 
the trust income in the hands of the trustee 
when demand for contribution is made by 
the grantor. Moreover, the maximum re- 
covery by the grantor under (1) and (2) 


> may not exceed the amount by which his 


} total income tax is increased by reason of 
e creator — 


e income § 


the trust income. 


In order to protect the fiduciary, the rec- 
ommendation includes a statute of limita- 
| tions barring the grantor’s right of recovery 
after the expiration of specified periods. In 
addition, it provides for subrogation of the 
Commissioner to the rights of the grantor 
in the event the latter fails to pay the tax. 








Previously Initiated Transfers 


The study recognizes that there are con- 
siderations both for and against the appli- 
cation of the suggested changes only to 
transfers made after their effective date. 
The pros and cons of applying the new 
rules to all dispositions, existing and fu- 
ture, are also set forth. The study con- 
cludes that the appropriate solution of the 
question would be to apply the new rules to 
existing transfers only where necessary to 
correlate the income and transfer taxes. 
Thus, where a transfer is presently com- 
plete for both income and estate tax pur- 
poses, existing rules would continue to 
govern. Similarly, if a transfer is incom- 
plete for both income and estate tax pur- 
poses, the proposed rules would not apply. 
These rules would be applicable, however, 
where a transferor is presently liable for 
income tax but not for estate tax or, con- 
versely, for estate tax but not for income 
tax. 


To alleviate any hardship which might 
arise from the imposition of an income or 
transfer tax in situations not now giving 
rise to tax, the study provides for the tax- 
free release of the retained interest or pow- 
er which renders the transfer incomplete. 
Appropriate provision is also suggested for 
cases in which a timely release is made 
impossible by disability or similar causes. 


Conclusion 


The study is a valuable contribution to 
tax literature because it brings together in 
one concise volume a discussion of the basic 
problems encountered in attempting to cre- 
ate a consistent plan of taxing transfers 
and the income from transferred property. 
There may be persons who will disagree at 
one point or another with the conclusions 
and recommendations contained in the 
study. All will agree, however, that the rec- 
ommendations will go a long way in provid- 
ing simplicity and certainty in an otherwise 
complicated and difficult segment of the tax 
law. 


[The End] 


rec 
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Life Insurance Premiums as Compensation 


By 


GEORGE H. SEEFELD 


V “ANY EMPLOYERS have provided 
4¥ insurance benefits for their employees 
during the past decade. The aspects of this 
trend which are pertinent to this discussion 
concern the tax results, to the employer and 
the employee, of premiums paid by an em- 
ployer for life insurance on the lives of his 
employees. 


In recognition of the popularity of pen- 
sion plans, the Revenue Act of 1928 made 
several important changes in the taxation of 
such plans, the most important of which 
exempted from tax all pension and annuity 
plans that satisfied certain requirements.’ 
However, life insurance premium payments 
are specifically omitted from the operation 
of these sections,” and are includable in the 
income of an employee as additional com- 
pensation. Such payments may be deducted 
by the employer to the extent that they con- 
stitute ordinary and necessary expenses un- 
der Section 23(a) of the Internal Revenue 
Code. If the employer is the beneficiary, 
either directly or indirectly, the premiums 
are not deductible.* This latter principle has 
been recognized since 1917.4 


Deductibility and Taxability 


There is no correlation between the de- 
ductibility of the premiums and their tax- 
ability to the employee. The criterion of 


1See Sections 165 and 23 (q) of the 1928 
Revenue Act, now Code Sections 165 and 23 (p). 

2Regulations 111, Sections 29.23(p)-4 and 
29.165-6. 

* Regulations 111, Section 29.24-3; Favorite 
Panama Hat Company, Inc. [CCH Dec. 
13,266(M)], 2 TCM 231 (1943). 

*Section 1211 of Revenue Act of 1917, now 
Code Section 24 (a) (4). 


taxability to the employee is whether or 
not the payment of the premiums consti- 
tutes compensation. The Regulations’ early 
provided that premiums paid by an em.- 
ployer on life, accident or health policies in 
favor of his employees as additional com- 
pensation, constituted income to the em- 
ployees. This provision was later omitted. 
and the revision of January 28, 1921, pro- 
vided that premiums paid by an employer 
on policies of group life insurance covering 
the lives of his employees, the beneficiaries 
of which are designated by the employees, 
are not income to the employees. In 1920, 
the exception of group policies crept into 
the law in a Solicitor’s Law Opinion,°® which 
pointed out that premiums on group policies 
are paid by the employer, not as compensa- 
tion, but as an investment in increased 
efficiency. The employee does not receive in- 
come because the financial benefits do not 
move to him personally, but only to his 
heirs or dependents after his death. The 
payment of the amount of the policy is, in 
any event, contingent upon the employee's 
continuing until death in his present em- 
ployment, which may be terminated by him 
or his employer at any time, and contingent 
also upon continued payment of the pre- 
miums by the employer. 


of premiums paid for the policy covering 
his life instead of the insurance. Nor has 
the policy any paid-up value either to the 
employer or his employee. It creates no 
debt to the employee, and discharges no 
legal obligation resting upon him. Thus, the 


5 Regulations 45, Article 33, as revised April 
17, 1919. 


®°L. O. 1014, 2 CB 88. 


Mr. Seefeld is a member of the New York and Wisconsin 
bars and @ tax specialist assoriated with the firm of 
Davies, Auerbach, Cornell and Hardy of New York City 
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premium is in no sense “gain derived” or 
realized or capable of being realized by the 


| employee in money. On the other hand, the 


premiums so paid constitute ordinary and 
necessary expenses of the employer, and are 
deductible.’ 


The above anaylsis of rights in group life 
insurance indicates that there is no tax be- 
cause there is no constructive receipt of in- 
come by the employee in the years the 
premiums are paid. This is the position 
taken by the Treasury Department in sub- 
sequent rulings.® However, the Treasury 
has not made the same point with respect 
to term life insurance, for instance, where 
there are no present benefits to the em- 
ployee other than risk coverage.” 


Mode of Application 


Some of the problems which have arisen 
have their roots in the forms of the policies 
and of the applications for the policies. 
When the employer takes out insurance on 
his own application and the employee signs 
only as the insured and not as the applicant, 
payment of the premiums has been held to 
be compensation to the employee.” If the 
employee is the applicant and members of 
his family are beneficiaries, the premiums 
are unquestionably taxable income to the 
employee.” On the other hand, there is no 
compensation to the employee where the 
employer is both applicant and beneficiary.” 


Designation of Beneficiary 


No distinction is made between premiums 
paid by an employer on a policy in which 
the employee is entitled to designate the 
beneficiary and premiums paid on a policy 
in which the proceeds inure directly to the 





™A previous Solicitors’ Law Opinion, L. O. 
528, unpublished, stated that premiums on life 
insurance were deductible by the employer as 
compensation to the employee and were there- 
fore taxable to the employee. L. O. 1014 modi- 
fied this opinion. 

§See G. C. M. 16069, XV-1 CB 84 (1936); 
I. T. 2874, XIV-1 CB 49 (1935); I. T. 2891, 
XIV-1 CB 50 (1935), involving retirement an- 
nuity contracts. Compare I. T. 3315, 1939-2 CB 
164, involving a mortuary benefit. 

*See interesting discussion of application of 
Burnet v. Wells [3 ustc 1108], 289 U. S. 670, 
53 S. Ct. 761, 77 L. Ed. 1439 (1933), to support 
the taxability of group policies in Mertens, 
gh Federal Income Taxation, Vol. 1, p. 379 
» 18.05. 

” Commissioner v. Bonwit [37-1 ustc 1 9104], 


87 F. (2d) 764 (CCA-2, 1937); cert. den. 302 
U. S. 694, 58 S. Ct. 13 (1937). 

1 Tbid. 

2 Ibid. 
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benefit of the employee’s wife or estate, 
notwithstanding that the employee has no 
right by the terms of the policy to desig- 
nate the beneficiary.* If the employee or 
someone other than the employer is the 
beneficiary, and the employee is permitted 
to designate the beneficiary, the payment of 
the premiums by the employer constitutes 
compensation.“ This presumption can be 
overcome by satisfactory evidence to the 
contrary.” The situation is the same if the 
proceeds inure directly to the benefit of 
the employee, members of his family or his 
estate, even though he was not permitted to 
designate the beneficiary.* 


If the employer is the beneficiary, but the 
employee is the insured and has the right 
to designate the beneficiary, an interesting 
question arises as to whether or not pay- 
ment of the premiums by the employer con- 
stitutes compensation to ihe employee. Any 
rights which the employee has by the terms 
of the policy would clearly be subject to the 
superior rights of the employer as owner 
of the insurance. If the circumstances show 
that the employer considers the insurance 
as carried for his benefit and as part of the 
assets of his business, the employee holds 
in trust for the employer any rights arising 
out of the terms of the policy. At least 
two cases so hold—Wellhouse v. United 
Paper Company," and Williamson v. William- 
son Paint Manufacturing Company.* 


Wellhouse Case 


In the Wellhouse case the two principal 
stockholders of a corporation agreed to take 
out a life insurance policy on one of them, 
the vice-president of the company, naming 
the company as beneficiary. The company 
had been paying the premiums for about 
fifteen months when the insured left the 
company and requested the insurance com- 
pany to change the beneficiary in the policy 
from the company to his wife. The insurer 
complied with the request, and on the death 
of the insured paid the money into court 
until the court could determine who was 
entitled to the proceeds. The court decided 





1G, C. M. 16069, supra, footnote 8. 

%*%O,. D. 627, 3 CB 104. Adams [CCH Dec. 
5664], 18 BTA 381 (1929); Danforth [CCH Dec. 
5841], 18 BTA 1221 (1930); Yuengling [CCH 
Dec. 7937], 27 BTA 782 (1933); W. F. Parker 
[CCH Dec. 10,477], 38 BTA 989 (1938); Canaday 
v. Guitteau [36-2 ustc 9 9513], 86 F. (2d) 303 
(CCA-6, 1936); Bonwit, supra, footnote 10. 

15 See O. D. 627, supra, footnote 14. 

16 See G. C. M. 16069, supra, footnote 8. 

1729 F. (2d) 886 (CCA-5, 1929). 

%113 W. Va. 744, 169 S. E. 408 (1933). 















































that the former employer of the insured was 
entitled to the proceeds: 


“The insurance having been acquired at 
the expense and for the benefit of the paper 
company, that company was the owner of 
the policy and the beneficiary of its pro- 
visions, including the one as to the chang- 
ing of the beneficiary. Whatever rights or 
privileges the insured had under the terms 
of the policy, he held in trust for the party 
from whom the consideration proceeded.” 


Williamson Case 


In the Williamson case, the employer di- 
rected-the employee to procure a life insur+ 
ance policy for the “sole benefit” of the 
employer. He obtained a policy naming 
the employer as beneficiary but retaining 
the right to change the beneficiary. When 
the employee later left the company, he set- 
tled all claims with the employer pursuant 
to a written agreement in which each 
agreed that he had no further claims against 
the other. The policy was not mentioned, 
but was retained by the employer. On the 
death of the insured, the employer sued to 
recover the proceeds of the policy. The 
West Virginia Supreme Court held that the 
employer was entitled to the proceeds as its 
“sole” property. 


The Williamson case involved a request by 
the employer directing the employee to pro- 
cure life insurance for the employer’s “sole 
benefit.” Clearly, this did not permit the 
retention of any rights by the employee. 


The facts in the Wellhouse case are not 
quite as clear, but indicate definitely that 
the policy was for the benefit of the em- 
ployer. In both cases, the payment of the 
premiums by the beneficiary was the foun- 
dation of his rights. 


Conclusion 


In determining ownership of the insur- 
ance, the possession of the policy, the treat- 
ment of such insurance on the books of the 
employer and the exercise of other rights 
of ownership are important. Obviously, a 
mere voluntary payment of premiums by a 
beneficiary in the absence of any agreement 
or understanding will not create a prior 
equity in favor of this beneficiary as against 
a second beneficiary.” If such premiums 
are paid pursuant to a binding agreement 
with the insured, the employer-beneficiary 
has the rights of an owner by contract and 
the insured is bound by an agreement to 
permit the employer to enjoy all benefits 
under the policy. In such circumstances 
the payment of the premiums cannot con- 
stitute “compensation” to the employee since 
he derives no benefit whatever from them. 


[The End] 





1% Metropolitan Life Insurance Company v. 
O’Donnell, 11 Del. Ch. 404, 202 A. 163 (1917); 
Bland v. Bland, 212 Mich. 549, 180 N. W. 445 
(1920); Quist v. Western & Southern Life In- 
surance Company, 219 Mich. 406, 189 N. W. 49 
(1922): Wentworth v. Equitable Life Assurance 
Society, 65 Utah 581, 238 P. 648 (1925). 
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State Per Capita Tax Collections 


Washington had the highest per capita tax collection of the forty-eight 
states, and Nebraska had the lowest for the fiscal year 1947. Washington 
collected $84.05 per individual resident and Nebraska, $29.53. The national 


average was $48.66. 


Trailing Washington for high amount collected per capita were Cali- 
fornia, $73.19; Arizona, $65.18; Nevada, $61,19 and Oregon, $60.12. 


Alabama was next to Nebraska for the low per capita collection, aver- 
aging $31.13 for each resident. Some of the other states below the national 
average were Tennessee, $31.48; Kentucky, $34.31; Texas, $34.98; Virginia, 
$35.53; Maryland, $35.84; Georgia, $35.89; Pennsylvania, $37.80; Arkansas, 


$37.99 and Indiana, $39.78. 
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The Allocation Theory 
IN 
Family Partnership Cases 


By WILLIAM F. ROBINSON 


N APRIL, 1947, the Commissioner of 

Internal Revenue, responding to a re- 
quest for advice as to the treatment of 
family partnerships for federal income tax 
purposes, issued a ruling designated as 
I. T. 3845.2 With its issuance a new chapter 
was added to a subject already enveloped 
in an ever-increasing lore of precedent and 
opinion. This ruling, based in part upon 
the Tax Court’s decision in Claire L. Can- 
field? lends administrative sanction to the 
principle of taxing to each partner that 
proportion of partnership earnings which is 
considered attributable to his or her serv- 
ices or invested capital, irrespective of any 
agreement between the parties. Since this 
principle already has been applied by the 
Tax Court in several notable cases and will 
doubtlessly play an important part in judi- 
cial and administrative decisions in months 
to come, it merits careful scrutiny. Such 
an analysis, it is believed, will reveal not 
only fallacies inherent in the principle per 
se, but also certain serious inequities at- 
tendant on its application. 


Tower Case 


Preliminary, if not basic, to any discus- 
sion of this question is some mention of 
the two decisions rendered by the Supreme 
Court in Commissioner v. Tower* and Lust- 
haus v. Commissioner, in February, 1946. 





?Internal Revenue Bulletin 1947-7-12515. 

* [CCH Dec. 15,225] 7 TC 135 (1946), reconsid- 
ered [CCH Dec. 15,414] 7 TC 944 (1946). 

3 [46-1 ustc ] 9189] 327 U. S. 280 (1946). 

* [46-1 ustc { 9190] 327 U. S. 293 (1946). 


The Allocation Theory in Family Partnership Cases 


Although further comment on those two 
cases approaches redundancy, an _ under- 
standing of the principles enunciated therein 
is necessary in order to place the alloca- 
tion principle in its proper perspective. For 
our present purpose, it is sufficient to recall 
that in both cases the Supreme Court re- 
fused to recognize for tax purposes a part- 
nership between a husband and wife and, 
accordingly, sustained the Commissioner 
and the Tax Court in the determination that 
the husband was taxable upon his wife’s 
share of the business profits. 


In the Tower case, however, the Court 
makes it quite clear, in an oft-quoted pas- 
sage, that “There is no question that a 
wife and husband may, under certain cir- 
cumstances, become partners for tax, as for 
other, purposes. If she either invests capital 
originating with her or substantially con- 
tributes to the control and management of 
the business, or otherwise performs vital 
additional services, she may be a partner 
as contemplated by 26 USCA 1945 Ed. §§ 181, 
182; 6 FCA Title 26, §§ 181, 182.” There- 
with, the Court—apparently lays down a 
simple rule-of-thumb for determining the 
validity of a family partnership for tax 
purposes. Since the three “tests” are phrased 
in the alternative, it might be presumed 
that if the facts considered meet any one 
of the three requirements, the partnership, 
ipso facto, is entitled to tax recognition. 


However logical and desirable such a 
conclusion might be, Tax Court decisions 
relegate it to mere wishful thinking— 
and not without some justification. As 
posed by the Supreme Court in the Tower 
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opinion, the basic question in determining 
the existence of a partnership for tax or 
other purposes is one of intent, i.e., “whether 
the parties really and truly intended to join 
together for the purpose of carrying on 
business and sharing in the profits or losses, 
or both.” Always a nebulous concept in 
any field of law, intent is a question of fact 
and must be determined by the objective 
manifestations by the parties, i.e., from 
their “agreement, considered as a whole, 
and by their conduct in execution of its 
provisions.” Thus interpreted and viewed 





John Henderson Studio 


in their proper context, the three tests laid 
down so definitively by the Supreme Court 
become not ultimate criteria, but merely 
factors which, among others, serve as guide- 
posts in arriving at the ultimate and essen- 
tial fact of intent. 





5 Wilson v. Commissioner [47-1 ustc { 9239], 
(CCA-7, 1947); Knott v. Allen [47-1 ustc {| 9230], 
(DC Ga., 1947); Willis B. Anderson [CCH Dec. 
15,133], 6 TC 956 (1946); Harris T. Kille [CCH 
Dec. 15,952(M)], 6 TCM — (1947); accord, 
Claire L. Canfield [CCH Dec. 15,414], 7 TC 944 
(1946). In David Wilson, supra, the court said: 
“The Tower and Lusthaus cases delineate the 
tests to be applied in determining whether the 
family partnership is a genuine partnership for 
federal income tax purposes. These tests are 
merely to aid in the ultimate determination as 
to the existence of an actual bona fide partner- 
ship.’”’ The court lists nine tests in all, in- 
cluding the three mentioned specifically above. 
Similarly, the Tax Court has attached varying 
degrees of significance to such factors as (1) the 
control exercised by the wife over her distribu- 
tive share of partnership earnings; (2) her dis- 
position of those earnings, i. e., whether spent 
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Application of “*Tests’’ 


While the Tax Court has, ostensibly at 
least, based its decisions upon the presence 
or absence of the prerequisite intent the 
three tests have been rigorously applied— 
for the most part, with devastating effect, 
Whether these three factors—namely, rendi- 


tion of vital services, participation in man- | 


agement, contribution of capital—or any one 
of them, are sine qua non to any effectual 
manifestation of intent to carry one busi- 
ness in partnership form, or whether such 
intent may be evidenced independently of 
such factors, is a question of more than 
academic interest. Although argument on 
this point is beyond the scope of this discus- 
sion, it is submitted that intent cannot be 
so circumscribed, nor did the Supreme 
Court so intend. Moreover, if we assume 
—as the Tax Court apparently has assumed 





William F. Robinson 


The author, a member of the Indiana 
and Michigan bars, was a special at- 
torney with the Bureau of Internal 
Revenue as a member of the Appeals 
Division in Washington, D. C. and 
with the Central Division Technical 
Staff at Detroit, Michigan. He is 
now associated with R. M. O’Hara of 
Detroit, Michigan. 


—that the question of intent is decisive and 
the three tests are merely subservient and 
auxiliary to it, it would seem to follow, as 
a logical corollary to that proposition, that 
the prerequisite intent may be effectively 
established without the presence of either 
services or capital. Be that as it may, 
however, the cases indicate that the Tax 
Court, while giving due deference to the 
intent factor, has yet to uphold a family 
partnership unless one or more of the three 
tests are fulfilled. 





for household expenses or to satisfy other legal 


obligations of the husband; (3) disclosure of 
the partnership to outside parties; (4) appro- 
priate bookkeeping entries; (5) a written agree- 
ment; (6) the source of the income to be taxed. 
However, no one factor need be determinative 
of the question of intent, and certain facts, 
adverse in nature, may be ‘‘outweighed by other 
considerations.’’ See Harris T. Kille, supra. 
Often the issue is stated by the courts as being 
one of “‘‘reality,’’ as in the Canfield case. No 
less ambiguous as a criterion, it would seem 
that ‘‘reality’ ’is synonomous with a bona fide 
intent to carry on a business partnership. For 
example, in Knott v. Allen, supra, the court, 
after stating the issue to be one of intent, 
rephrased it as follows: ‘‘The issue is, to put 
it another way, was this a real partnership, 4 
real business partnership, or was it an arrange- 

(Footnote 5 continued on page 965) 
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On the other hand, in applying these tests 
the Tax Court has refused to interpret them 
as being alternative and severally self- suf- 
ficient, despite the fact that they are appar- 
ently so stated in the Supreme Court’s 
opinion. This, in itself, is not inconsistent with 
the context of that opinion since, as we have 
seen, intent remains the crucial element. What 
does seem inconsistent with the Tower opin- 
ion, however, is the apparent bias of the 
Tax Court against a contribution of capital 
originating with the contributor as a mani- 
festation of intent. Thus, while the rendi- 
tion of vital services without a contribution 
of capital has been held in several cases to 
be sufficient evidence of an intent to carry 
on business as a partnership,* the Tax Court 
has consistently refused to predicate part- 
nership status upon a fractional contribu- 
tion of capital alone, even though the capital 
originated with the contributing spouse, as 
prescribed by the Supreme Court in the 
Tower opinion.’ Only when the wife has 
contributed all, or substantially all, of the 
business capital,* or when a contribution of 
capital is combined with the rendition of 
services of a vital or managerial nature,’ 
has the Tax Court conceded that she might 
have truly intended to be partner in the 
business. Thus, we have the anomalous 
situation in which, although the rendition 
of vital services or the contribution of capital 
originating with the contributor may, ac- 
cording to the Supreme Court, equally evi- 
dence intent, the rendition of vital services, 
according to the Tax Court, “more equally” 
evidences intent that does the contribution 
of capital. 

(Footnote 5 continued) 
ment for the purpose of dividing the family in- 
come for tax purposes.’’ On the other hand, 
it has been submitted that the fundamental 
issue is, ‘‘Who earned the income?’’ Mann- 
heimer, ‘‘Income Tax Status of Gifts of Family 
Corporation Stock,’’ TAXES—The Tax Maga- 
zine, July, 1947, at p. 606. It is believed, how- 
ever, that this viewpoint confuses the end with 
the means. Who earned the income is not the 
ultimate question; it is merely one of the sev- 
eral factors to be taken into consideration in 
determining the ultimate question of intent. 
See David Wilson, supra, and William Weizer 
[CCH Dec. 15,710(M)], 6 TCM — (1947). But 
compare Sherf et al, v. Commissioner [47-1 ustc 
{ 9260], CCA-5, 1947. 

‘Esther Rosenberg [CCH Dec. 15,203], 7 TC 
73 (1946); Samuel Goodman [CCH Dec. 15,136], 
6 TC 987 (1946); Francis A. Parker [CCH Dec. 
15,135], 6 TC 974 (1946); Leo Marks [CCH Dec. 
15,070], 6 TC 959 (1946) ; Harris T. Kille, supra; 
Estate of Thomas A. Walsh [CCH Dec. 
15,832(M)], 6 TCM — (1947); Arthur J. Reilly 


[CCH Dec. 15,872(M)], 6 TCM — (1947); H. E. 
Kelley [CCH Dec. 15,776(M)], 6 TCM — (1947); 


Bias Against Capital 


Why, it might be asked, this apparent bias 
against a contribution of capital? Why is 
not a contribution of capital, originating with 
the contributing family member (and, of 
course, consequential in amount and vital to 
the conduct of the business) as effective an 
indication of intent as is the rendition of 
vital services? Of course, where the income 
of a business is primarily due to the per- 
sonal services, ability or experience of the 
husband, resort may be had to the estab- 
lished axiom that income is taxable to the 
one who earns it, and its corollary that a 
mere anticipatory assignment of income is 
ineffectual in shifting the incidence of the 
tax burden upon it.” 


But this explanation begs the question— 
if we are to assume that intent to carry on 
a business as partners is the crux of the 
partnership question. True, we can assume 
that intent, in the last analysis, is not de- 
terminative, and that the earned-income 
principle, stated above, is the final arbiter 
of a valid family partnership. Consistent 
with this line of reasoning is the proposition 
that the Tower case established no new doc- 
trine; that, in effect, it merely extended the 
earned income or personal service principle.” 
Plausible though it sounds, this argument, it is 
believed, is untenable. If the personal service 
principle is to be the governing factor in fam- 
ily partnership cases, then we must be pre- 
pared to impute irrelevance and superfluity 
to much of the Supreme Court’s opinion in 
Tower, and to much of the Tax Court’s ra- 
tionale in partnership cases. This we cannot 
lightly do. Moreover, the same apparent 
bias against a contribution of capital persists 
even where capital is a substantial factor in 


Edward G. Wetzel [CCH Dec. 15,757(M)], 6 
TCM — (1947). 

™ Claire L. Canfield, supra; L. B. Hartz [CCH 
Dec. 15,775(M)], 6 TCM — (1947); W. B. Woos- 
ley [CCH Dec. 15,514(M)], 5 TCM 1038 (1946); 
Alexander Jarvis [CCH Dec. 15,219(M)], 5 TCM 
459 (1946); cf. Mauldin v. Commissioner [46-1 
ustc {| 9272], 155 F. (2d) 666 (CCA-4, 1946), aff’g 
[CCH Dec. 14,756], 5 TC 743 (1946). But com- 
pare cases arising in the District Courts, e. g., 
Schepps v. Arnold [47-2 ustc { 9341], N. D. 
Tex., 1947; Badgett v. U. 8. [47-1 ustc § 9131], 
W. D. Tenn., 1947. See also Thomas v. Feldman 
[46-2 ustrc { 9394], 158 F. (2d) 488 (CCA-5, 1946). 

* Edward G. Wetzel, supra; W. H. Wilson 
[CCH Dec. 15,284(M)], 5 TCM 592 (1946). 

® See, e. g., Willis B. Anderson, supra; Julius 
B. Black [CCH Dec. 15,645(M)], 6 TCM — 
(1947); Jay A. Mount [CCH Dec. 15,502(M)], 
5 TCM 1004 (1946). 

10 Tuwcas v. Earl [2 ustc J 496], 281 U. S. 111 
(1930); Helvering v. Horst [40-2 ustc 1 9787], 
311 U. S. 122 (1940); Helvering v. Clifford [40-1 
ustc {J 9265], 309 U. S. 331 (1940); Harrison v. 
Schaffner [41-1 ustc J 9355], 312 U. S. 579 (1941). 

11See Mannheimer, op cit., footnote 5. 
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the production of partnership income.” Un- 
less we concede that the rendition of serv- 
ices is more indicative of a bona fide intent 
to carry on a business as partners than is a 
contribution of capital of equal or perhaps 
greater value—and we are not disposed to 
concede this—we must conclude that the 
failure to recognize a contribution of capital 
in any substantial amount as evidencing the 
prerequisite intent is unjustifiable, and that 
due allowance can be made for the Lucas v. 
Earl principle in such cases by recognizing 
the partnership but insisting that a reason- 
able salary, measured by fair standards of 
value, be paid to the partner or partners 
rendering personal services. 


Business Arrangement 


Whatever the reason for the discrimina- 
tion against a contribution of capital as a 
manifestation of intent, the fact remains 
that intent is the determinative factor. To 
the layman it would logically follow that 
partnership cases would fall into one of two 
categories: either (1) the intent is present 
and the partnership is valid for tax pur- 
poses, or (2) the intent is lacking and there 
is no partnership. But this, we are told, is 
not always true. Instead, the Tax Court 
has propounded a legalistic conundrum— 
“When is a partnership not a partnership?” 
And the answer, applicable to the type of 
case where the intent is deemed lacking yet 
capital has been contributed by the wife, is, 
“When it is a business arrangement.” 


It is to this so-called “business arrange- 
ment”—a unique creature of the Tax Court, 
not sanctioned by any other federal court, 
nor defined in the Code or the Regulations, 
or, for that matter in a legal dictionary— 
that we apply the allocation principle. In 
brief, this principle provides that in certain 
cases where the prerequisite intent to carry 
on a business as partners is deemed lack- 
ing but the parties have contributed services 
or capital, or both, the result is a “business 
arrangement,” and an allocation of income 
is to be made, irrespective of any agreement 
between the parties. Earnings must first 
be allocated as between earnings attribut- 
able to capital and’ earnings attributable to 
services. Assuming that profits derive only 
from capital or services, the principle then 
proceeds to specify that the portion derived 
from services be apportioned between the 
parties on the basis of the “fair value” of 
their respective services. The portion at- 
tributable to capital must be likewise appor- 
tioned between the parties on the basis of 





2 See W. B. Woosley, supra. 
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their respective contributions of capital orig- 
inating with them. But to illustrate the 
application of this principle, it is necessary 
to examine specific cases. 


German Case 


The principle had an abortive beginning 
in the case of Max German,™ decided in 1943, 
The taxpayer and his wife had engaged in 
several businesses over a period of years, 
and in the taxable year were carrying ona 
ham business. In prior years the wife had 
devoted a considerable amount of time to 
the various business ventures, but during 
the taxable year was virtually inactive. The 
ham business had its antecedent in a deli- 
catessen business, which had been financed 
by a joint loan of $500. No formal partner- 
ship was entered into until after the taxable 
year. The Tax Court, finding that while 
there was no partnership in the taxable year, 
the business as carried on was a result of 
the joint efforts of the taxpayer and his wife 
in prior years, made an allocation of the 
earnings for tax purposes as between hus- 
band and wife. No evidence was before the 
court as to the amount of capital contrib- 
uted by the wife, the profits derived from 
that capital or the value of the services of 
either party. Nevertheless, it concluded that 
the wife did contribute something of value 
to the business, and set her allocate share 
of the business at twenty-five per cent and 
her husband’s at 75 per cent. 


On the basis of the facts presented, there 
might be some criticism of the court’s find- 
ing that no partnership existed during the 
taxable year. Neither the lack of a partner- 
ship agreement nor the absence of services 
rendered during the taxable year (where 
services have been rendered in prior years) 


has been held in subsequent cases sufficient } 


to preclude the formation of a valid partner- 
ship.“ However that may be, the allocation 
of earnings on a twenty-five per cent—sev- 





1% (CCH Dec. 13,378] 2 TC 474 (1943). The 
allocation principle had been applied previ- 
ously, but not where the validity of a partner- 
ship was in issue. Cf. Berkowitz v. Commissioner 
[39-2 usrc 9785], 108 F. (2d) 319 (CCA-3, 1939); 
McKee v. Alexander [1931 CCH { 9205], 48 F. 
(2d) 838 (DC Okla., 1931,; Alfred Hafner [CCH 
Dec. 8731], 31 BTA 338 (1934); First National 
Bank of Duluth [CCH Dec. 4481], 13 BTA 1096 
(1928). See also Cohan v. Commissioner [2 ustc 
1489], 39 F. (2d) 540 (CCA-2, 1930), wherein 
the court ordered an approximation of expenses 
to be made by the Board of Tax Appeals. 

4 Cf. David Wilson, supra (no formal partner- 
ship agreement during the taxable year); Sin- 
gletary v. Commissioner [46-1 ustc {| 9267], 155 
F. (2d) 207 (CCA-5, 1946) (no services rendered 
by the wife during the taxable year). 
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enty-five per cent basis, although clearly 
arbitrary, did not bear too heavily on the 
taxpayer. The method of allocation applied 
by the court, while less “scientific” than the 
method applied in later cases, is not based 
upon the fallacious premise common to the 
latter, namely, that income can be appor- 


| tioned between capital and services on a 


percentage basts. Perhaps criticism should 


} be confined to the implications of the case 


as precedent and the administrative difficul- 
ties it foreshadowed.” 


Hirsch Case 


Nothing more was heard of the allocation 


| principle until 1945, when it received a pointed 
setback at the hands of the Tax Court in 


William J. Hirsch** The Commissioner, ap- 
parently experimenting upon a solution to 
the growing family partnership problem, 
conceded in his pleadings the existence of 
the partnership in question, but proposed a 
new method of determining the respective 
shares of the partners. This method con- 
templated a “reasonable” allowance for the 
personal services of the parties and alloca- 
tion of the balance of the earnings to each 
partner in accordance with the contribution 
of capital to the business by each. 


The Tax Court, however, handed down 
an emphatic rejection of the plan proposed 
and the procedure adopted in placing it be- 
fore the court. Basing its decision upon 
the time-honored principle that once a part- 
nership is established, any agreement be- 
tween the parties as to the distribution of 
income must be adhered to, the court re- 
versed the Commissioner’s determination 
and upheld the taxpayer. Although the opinion 
is based fundamentally upon a technicality 
in pleading and partnership law, it is inter- 
esting to observe several of the court’s com- 
ments in the light of subsequent opinions, 
particularly that of Claire L. Canfield. For 
example, after quoting at length from the case 
of Harriet A. Taylor" the court concludes: 
“In the light of the above, it is observed 
that the respondent’s method in this case of 
determining petitioner’s ‘distributive share’ 
of partnership income, despite the agreement 
between the petitioner and his wife that their 
interests in the earnings would be equal, 
runs squarely in the face of the ‘impractica- 
bility’ which the courts have recognized.” 





% For a criticism of the German case, see 
Polisher, ‘‘The Family Partnership,’? TAXES— 
The Tax Magazine, January, 1945, at p. 49. 

%* [CCH Dec. 14,304(M)] 4 TCM 4 (1945). 

[CCH Dec. 953] 2 BTA 1159 (1925). 
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In the portion of the Taylor case quoted in the 
Hirsch case, it was said, in part: “If the part- 
ners agree on a proportional distribution of 
partnership profits, the courts have recog- 
nized the impracticability of determining 
the relative values of the respective contri- 
butions of the individual partners.” * 


Although the allocation principle is aptly 
criticized in the Hirsch case for its impracti- 
cability,” we later find the same principle 
masquerading as “a practical approach to 
the problem” in the case of Claire L. Canfield. 


Canfield Case 


If the allocation principle was ever seri- 
ously considered by the Commissioner as a 
matter of departmental policy, his inauspi- 
cious espousal of it in the Hirsch case ap- 
parently discouraged further efforts along 
that line. In any event, it remained for the 
Tax Court to resurrect the principle, in 
slightly different form, and apply it in the 
Canfield case,” decided in October, 1946. 
The facts in that case reveal that the tax- 
payer had operated an automobile sales 
agency over a period of years prior to Octo- 
ber 10, 1941, at which time he assigned a 
fifty per cent interest in the business to his 
wife, paid a gift tax thereon, and executed 
a partnership agreement with his wife as 
an equal partner. Appropriate entries on the 
partnership books were made and the proper 
state authorities and creditors were notified. 
Testimony was adduced to the effect that 
the assignment was in consideration and rec- 
ognition of prior contributions of capital by 
the wife, out of her own funds, aggregating 
$4,900. The capital of the business at its 
inception in 1938 was $5,500. However, by 
October 10, 1941, the date of the partnership 
agreement, the net worth of the business 
had been increased by the accumulation of 
earnings to $17,443.49. It was found as a 
fact that the wife had not contribute sub- 
stantially to the control and management 
of the business or otherwise perform vital 
additional services. It was further held that 
the capital interest of the wife as of October 
10, 1941, was limited to her actual cash con- 
tribution of $4,900, despite the fact that of 
the original capital invested in the amount 





1% See also Estate of S. U. Tilton [CCH Dec. 
2963], 8 BTA 914, 917 (1927). 


12 Supra, footnote 2. The original opinion, 
promulgated on June 13, 1946, provided for an 
allocation of earnings on the basis of eighty 
per cent to the husband and twenty per cent 
to the wife. By order of the presiding judge 
this opinion was reconsidered by the full court 
and was superseded by an opinion. 
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of $5,500, approximately four-fifths had orig- 
inated with her.” 


The court, citing Section 3797 of the In- 
ternal Revenue Code, which defines the term 
“partnership” for tax purposes, pointed out 
that “the arrangement between petitioner 
and his wife seems to fall within the broad 
scope of this definition.”™ Nevertheless, it 
was found that the agreement of the parties 
lacked “the necessary reality to determine 
by its terms the taxability of income earned.” 
That being true, in the court’s opinion “the 
agreement resulted in a business arrange- 
ment in which the parties should be taxed 
in proportion to their respective contribu- 
tions to capital and services. Since exact 
measure of the amount of income attribut- 
able to either capital or services is impos- 
sible, a practical approach to the problem 
is required.” Observing (without so finding 
as a fact) that the income was due princi- 
pally to the services of the husband, that 
the wife contributed no substantial services, 
and that of the $17,443.49 representing the 
net worth of the business as of the basic date 
the wife contributed $4,900, the court held 
that a “reasonable allocation of income should 
be made” as follows: Of the total earnings 
of the business, seventy-five per cent was 
held attributable to the taxpayer’s services 
and twenty-five per cent to the employment 
of capital. On the seventy-five per cent 
attributable to services, the husband was 
solely taxable, while the remaining twenty- 
five per cent, attributable to capital, was 
taxable to the taxpayer and his wife in pro- 
portion to their respective contributions of 
capital, e. g., by the wife, $4,900/$17,443.49. 


It is significant that no semblance of the 
allocation principle appeared in the plead- 
ings of either party, and no evidence was 
adduced at the hearing as to the value of 
the husband’s services to the business, or 
even as to the theoretical question of how 
much of the business income was attribut- 
able to personal services and how much to 
capital. As stated in the dissenting opinion, 
three judges concurring, “the issue squarely 





2 The court apparently considered Mrs. Can- 
field’s contributions prior to October 10, 1941, 
to be in the nature of a loan to her husband 
rather than a contribution of risk capital. The 
assignment of the one-half interest in the busi- 
ness was held ineffective on the authority of 
the Tower case. 


21 Section 3797, Internal Revenue Code, states: 
“The term ‘partnership’ includes a syndicate, 
group, pool, joint venture, or other unincor- 
porated organization, through or by means of 
which any business, financial operation, or ven- 
ture is carried on, and which is not, within the 
meaning of this title, a trust or estate or a cor- 
poration.”’ 
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raised by the pleadings is whether during 
the period October 10, 1941, to December 
31, 1941, petitioner and his wife were part- 
ners in the business of Canfield Motor Sales.” 
The case was tried on that basis. Accord- 
ingly, there was no factual support for the 
court’s finding that the income of the busi- 


ness “was principally due to the services of [ 
the husband,” much less for the determina- | 


tion that seventy-five per cent of the earn- 


ings of the business was attributable to his | 


services. Neither fact is a matter of such 
common knowledge, custom or notoriety 
that it would lend itself to judicial notice, 
Therefore, the determination made by the 
court on each of those issues may be con- 
sidered as wholly arbitrary and without fac- 
tual support in the record. 


Moreover, if the dissenting opinion is cor- 
rect in its statement that “The majority 
opinion holds, properly, I think, that be- 
cause the wife contributed $4,900 out of her 
own capital to the business she thereby be- 
came a partner in the business under the 
written partnership agreement, within the 
meaning of the Federal statute,” the deci- 
sion rendered appears to be in direct con- 
travention of the same court’s opinion in the 
Hirsch case. If the arrangement is a part- 
nership, as defined by the Code, would not 
the terms of the agreement be immutable? 
Such was the principle applied in the Hirsch 
case and cases cited in that opinion. Even 
if it is assumed that the majority of the 
court intended to steer a course somewhere 
short of the statutory définition, it must be 
conceded that the distinction between a part- 
nership, as defined by the Code, and a “busi- 
ness arrangement” is, at best, a nebulous 
one.” 


Practicability 


Digressing momentarily from the Canfield 
case, let us examine the practicability of 
the allocation principle. As previously observed, 
the courts have long recognized the infeasi- 
bility of attempting to determine the relative 
values of the respective contributions of 
individual partners. But even if they had 
not, such a conclusion would appear ines- 
capable. First, let us direct our attention 
to the premise which underlies the principle 
of allocation. As enunciated by the court 
in the Canfield decision, the theory presumes, 
first of all, that income or profits can be 





22For further criticism of the Canfield deci- 
sion, see Jones, ‘‘Family Partnerships—Their 
Creation and Validity,’"’ TAXES—The Tax Mag- 
azine, March, 1947, at p. 257. But see Note 
(1947), 95 University of Pennsylvania Law Re 
view 422. 
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“fairly allocated” on a percentage basis as 
between profits attributable to personal services 
and profits attributable to invested capital. 
The most obvious criticism is that the con- 
cept “profits attributable to personal serv- 
ices” is inherently unadaptable to any degree 
of exact ascertainment. For rexample, by 
what external standard should a “fair allo- 
cation” be measured? In determining a 
percentage of profits attributable to services, 
we are guided by neither market values, 
comparable cases nor intrinsic measurements 
of value. As such, the problem is funda- 
mentally different from the determination 
of a reasonable salary for expense deduction 
purposes, with regard to which ample ex- 
ternal standards obtain. It cannot be fairly 
said, therefore, that such a determination is 
no more difficult than when the reasonable 
salary of a corporate officer is at issue.” 


Assume, however, that our court is unde- 
terred by these difficulties and arrives at 
what is considered a “fair” allocation. What, 
then, is the practical effect of its application 
to the facts? Is a reasonable result ob- 
tained? Our most conspicuous answer is 
found in the Canfield case itself. Therein, 
it will be recalled, the court determined that 
seventy-five per cent of the income of an 
automobile sales business resulted from the 
personal services of Mr. Canfield. The total 
income of the business for the calendar year 
1941 was found to be $31,567.43, which 
amount included $12,267.55 profits earned 
by the taxpayer while the business was op- 
erated as a sole proprietorship from January 
1 to October 10 of that year. Since the 
earnings of the partnership for the fiscal 
year beginning October 10, 1941, are not 
reported in the court’s opinion, the only 
available method of obtaining a yearly net 
income figure for the purpose of illustration 
is to annualize the partnership earnings for 
the period October 10, 1941, to December 
31, 1941. In the absence of a specific find- 
ing by the court, partnership earnings for 
that period must be assumed to be $31,567.43 
less $12,257.55, or $19,309.88. When annual- 
ized, this amount becomes $86,850.48. If, 
then, $86,850.48 represents the net income 
of the automobile sales business for a yearly 
period, seventy-five per cent of that amount, 
or $65,137.86, would be attributable to Mr. 





*% The proposition that a ‘‘fair’’ allocation is 
no more difficult to determine than a ‘‘reason- 
able’ salary of a corporate officer is advanced 
in Barker, ‘‘Family Partnerships under the 
Income Tax Law,’’ 44 Michigan Law Review 
108, 210 (1945). See Regulations 111, Section 
29.23(a)-6, for the Commissioner’s definition of 
a “‘reasonable’”’ salary. 


The Allocation Theory in Family Partnership Cases 


Canfield’s personal services in accordance 
with the court’s opinion. With the value of 
his services to the automobile sales business 
measured in terms of the yearly income 
he presumably produces, Mr. Canfield’s 
services are worth approximately $65,000. 
If the yearly earnings of the company reach 
$100,000—not an inconceivable sum—the 


value of Mr. Canfield’s services soars to 
$75,000 ! 


If that, in itself, does not evidence a dis- 
tortion of the value of Mr. Canfield’s serv- 
ices, let us carry our hypothetical situation 
to its logical conclusion. Suppose Mr. and 
Mrs. Canfield decide to convert their “busi- 
ness arrangement” into a corporation, with 
Mr. Canfield as its president. With a deep 
logical insight, they reason that since (1) 
Mr. Canfield’s services were worth $75,000 
the preceding year, and since (2) he will 
continue to perform the very same duties, 
(3) he is certainly entitled to a salary in 
that amount. So the corporation, showing 
net earnings, exclusive of a deduction for 
the president’s salary, of approximately 
$100,000, pays Mr. Canfield a salary of 
$75,000 and claims that amount as an ordi- 
riary and necessary business expense on its 
income tax return. 


It is hardly necessary to point out that, at 
this juncture, the Commissioner will have 
other ideas. He determines that a “reason- 
able” salary based upon the value of Mr. 
Canfield’s services to the corporation is not 
$75,000, but perhaps $15,000, and disallows 
as a deductible expense the balance of $60,000. 
At least, by no stretch of the imagination 
can we conceive of the Commissioner’s al- 
lowing as “reasonable” a salary of $75,000 
under those circumstances. Furthermore, 
the disallowed portion, or $60,000, is treated 
by the Commissioner as a dividend, which 
by its nature is essentially a return on cap- 
ital. Mr. and Mrs. Canfield are now con- 
fused and chagrined—more so when the 
Tax Court sustains the Commissioner’s de- 
termination. They, too, thought they were 
taking a “practical approach” to the prob- 
lem. 


On the other hand, assume that the auto- 
mobile sales business, operating as a “busi- 
ness arrangement,” incurs a loss in the 
amount of $10,000. Would $7,500 of that 
loss be considered attributable to Mr. Can- 
field’s personal services? Would the logic 
of the Tax Court’s opinion compel a con- 
clusion that the value of Mr. Canfield’s 
services was exactly a minus $7,500? 


While it would appear that a “practical 
approach to the problem is required”—again 
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to quote from the Canfield opinion—it would 
also appear that the “practical approach” 
employed by the court in that case leaves 
much to be desired from the standpoint of 
reasonableness. And what is true in Mr. 
Canfield’s case, would be equally true in 
practically any case where a percentage al- 
location is attempted. 


It might be argued, however, that the dif- 
ficulty of ascertaining the percentage of 
profits attributable to services could be ob- 
viated by first determining the amount at- 
tributable to capital, based upon a “reasonable 
return” on capital. The balance would be 
income attributable to services. Suppose we 
again test the reasonableness of such a 
method by its application to specific facts. 
Again selecting the Canfield case as our 
“suinea pig,” we note that the net worth of 
the business as of October 10, 1941, the 
basic date, was $17,443.49. With a return of 
ten per cent allowed on the capital invest- 
ment, “income attributable to capital” be- 
comes $1,744.35. Since the annualized in- 
come for that year was $86,850.48, “income 
attributable to services” is that amount less 
$1,744.35, or $85,106.13—approximately $20,000 
more than when the seventy-five per cent 
basis is used. If the latter basis is unrea- 
sonable insofar as it distorts the true value 
of Mr. Canfield’s services, then this method, 
it would appear, has even less to recom- 
mend it. 


The problem is further complicated by 
the Tax Court’s apparent failure to consider 
what is included in the concept “income at- 
tributable to services.” First, let us assume 
arguendo the correctness of the court’s de- 
termination that $65,137.28 of the annualized 
net income of $86,850.48 constitutes “in- 
come attributable to services.” The ques- 
tion “Whose services?” immediately comes 
to mind. The court in the Canfield case de- 
termined that since the partnership con- 
sisted of Mr. Canfield and his wife, and since 
Mrs. Canfield rendered no substantial serv- 
ices, the entire $65,137.28 was income derived 
solely from Mr. Canfield’s personal services. 
If Mr. Canfield were the sole employee, that 
might be a reasonable assumption. But Mr. 
Canfield has approximately twenty-five em- 
ployees: salesmen, clerks, service men, me- 
chanics and managers of various depart- 
ments. Is it reasonable to assume that Mr. 
Canfield earns personally the entire $65,137.28 
and that his salesmen, who sell his cars, his 
mechanics, who earn the service charges, 
his managers, who supervise various phases 
of his operations, etc., produce mot one cent 
of income for Mr. and Mrs. Canfield? 
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Basic Fallacy 


If not already evident, the simple truth 
of the matter is that income cannot be ap- 
portioned on a percentage basis between 
“income attributable to services” and “in- 
come attributable to capital.” And any 
method of allocation based upon a contrary 
assumption is subject to a serious fallacy. 


The absurdities described above can be ex- 
It is f 
true that the courts have obediently fol- | 


plained on the basis of that fallacy. 


lowed the Supreme Court’s obiter dictum to 
the effect that income is “the. gain derived 
from capital, from labor or from both com- 
mined.” It is also true, however, that the 
term “labor,” as so used, is not to be inter- 
preted to apply to a specific proprietor’s or 
partner’s personal services, but is to be con- 
strued in its generic sense as meaning all 
labor of every kind and description. 


The basic fallacy inherent in the alloca- 
tion principle as applied in the Canfield case 
becomes evident when the concept of profit 
is viewed from the standpoint of economic 
theory. From this standpoint, entrepreneurial 
profit (net income) represents the difference 
between gross income and costs, the costs 
including rent, interest, and wages of man- 
agement, whether explicit or implicit.” In 
other words, profit is the residue after the 
deduction of all costs, such costs including 
the value of the managerial services of the 
entrepreneur, whether or not he actually 
pays himself a salary. Like all costs ina 
pecuniary economy such as ours, the value 
of the managerial services rendered by the 
entrepreneur (or of whatever other services 
he may render) is expressable in terms of 
money, not in terms of percentages. Need- 
less to say, profits are essentially uncertain, 
varying from year to year in any given en- 
terprise, depending upon the relationship 
between income and costs. This variability 
of residual profit is attributable principally 
to the dynamic character of our industrial 
structure, which disturbs the equilibrium be- 
tween supply and demand and creates varying 
degrees of perfect and imperfect competi- 
tion. Concomitant with this lack of sta- 
bility is the element of risk. Thus, profit is 
justified in terms of compensation for the 
risks induced by continuous economic change. 
But apart from its justification, profit is 
caused by economic change and, as such, is 
considered by most economists as a unique 





*4 Hisner v. Macomber [1 ustc { 32], 252 U.S. 
189, 207 (1920). 


* Fairchild, Furniss, and Buck, Elementary 
Economics (4th ed. 1939), p. 455 et seq. 
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form of income not reducible to remunera- 
tion for either capital or labor of any kind.” 


Residual Profits 


All this means simply that profits—in the 
residual sense—are not attributable to the 
personal services of the entrepreneur, whether 
he be a sole proprietor or a partner. The 
value of his services in the production of 
income is a cost factor, measurable like all 
other costs in dollars and cents and resem- 
bling, in all practical respects, a reasonable 
salary or the price of his services in a com- 
petitive market. The principle is precisely 
the same as that applied in corporate ac- 
counting. Most corporations not only make 
a separate accounting of rent, interest, wages 
and other business costs, but hire at con- 
tractual wages all the managerial labor they 
require. This practice places wages of man- 
agement in the category of explicit business 
costs and makes it possible to earmark prof- 
its, if any exist. 

It is realized that this explanation is, in 
a manner, theoretical, while taxation, it is 
said, is a “practical matter.” But is it not also 
a reasonable and practical explanation? Cer- 
tainly it is not more highly theoretical than 
a principle which purports to express an 
intangible—“income attributable to services” 
—in terms of percentages. Moreover, this 
economic explanation of profit with empha- 
sis upon the contractual nature of all per- 
sonal services eliminates the distortion of 
value placed upon such services which is 
inherent in the percentage allocation method. 
Instead of a widely fluctuating value—from 
astronomical figures to a minus quantity— 
placed upon services which do not vary ap- 
preciably in quality or quantity from year 
to year, we have a more or less stable value 
which, moreover, can be ascertained by the 
same standards and with the same degree of 
accuracy as a reasonable salary. Further- 
more, this explanation is not subject to the 
fallacy of attempting to attribute to the tax- 
payer that portion of partnership income 
which is earned not by him but by his em- 
ployees. 

Having placed the value of personal serv- 
ices upon a logical and theoretically sound 
foundation, we are confronted with the ques- 
tion of allocation of the residual portion of 
partnership income, 1. e., pure profit in the 
economic sense. As observed, such residual 
income, although arising from factors en- 
tirely apart from the rendition of services 


* Encyclopaedia of the Social Sciences, Vol. 
XII, pp. 480-486 (1934). See also Gordon, Ea- 
plorations in Economics (1936), pp. 306-316. 


The Allocation Theory in Family Partnership Cases 


and the use of capital, is justified in terms 
of compensation for the risk-bearing func- 
tion of the entrepreneur. Accordingly, it 
would seem that after first deducting the 
reasonable value of the managerial services 
rendered by the partners and the rental value 
of their capital, the remaining portion of 
business income should be allocated between 
them in accordance with the manner in 
which they share the risks or losses of the 
business. Practically this would be in ac- 
cordance with the terms of the partnership 
agreement insofar as that agreement speci- 
fies that the share of profits be accompanied 
with an equivalent assumption of losses. 


G. C. M. 9825 


This discussion would not be complete 
without some mention of G. C. M. 9825,” 
wherein the Commissioner has set forth a 
method of segregating community income 
from the non-community income where such 
income is derived from a partnership busi- 
ness in which both personal services and 
capital are material income-producing fac- 
tors. While recognizing that a “fair value” 
of services rendered is synonymous with a 
reasonable salary, the ruling calls for a 
determination of income attributable to serv- 
ices by means of a ratio between a reason- 
able salary and a “fair return” on invested 
capital. This method of allocation, it is be- 
lieved, while ostensibly more “scientific” 
than the method employed in the Canfield 
case, is subject to the same fallacy: it as- 
sumes that profits bear some relationship to 
services rendered, whereas, it is submitted, 
services rendered have a definite monetary 
value wholly apart from and unrelated to 
the residual quantity, 7. e., profit, which re- 
mains after the deduction of such costs. The 
formula is particularly deficient with respect 
to those businesses which are highly specu- 
lative in nature. When the capital invest- 
ment is relatively small, the formula has the 
effect of attributing profits principally to the 
partner rendering personal services, without 
due regard to the risk-bearing functions as- 
sumed by both partners. In that respect, 
the application™® of the formula set forth in 





27 XTI-2 CB 146 (1931). 


28 For the application of G. C. M. 9825 in com- 
munity property cases, see Hugh B. Tinling 
[CCH Dec. 15,525], 7 TC 1393 (1946); J. Z. Todd 
[CCH Dec. 15,288], 7 TC 399 (1946). Of course, 
when the question of community property in- 
come is involved, any enhancement in the value 
of services generally would react to the benefit 
of the taxpayer since income derived therefrom 
would be considered community income. Com- 
pare O. D. 937, 4 CB 43 (1921). 
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G. C. M. 9825 to the hypothetical situations 
discussed in connection with the Canfield case, 
will reveal the same distortions of the true 
value of services. 


Recent Cases 


It will be noted that the Tax Court, in 
cases decided subsequent to the Canfield 
decision, has recognized, in effect, that the 
monetary value of services rendered may 
represent that portion of total income which 
is attributable to such services. Thus far, 
however, this recognition has been accorded 
only in cases where the court has found that 
income was attributable principally to in- 
vested capital. For example, in the case of 
W. B. Woosley the partnership agreement 
provided for a definite salary to be paid to 
the active partners before distribution of 
profits. The Tax Court, after first deter- 
mining that the salary represented the value 
of the husband’s services and that all the 
income above that amount was attributable 
to capital, held that an allocation should be 
made of the remaining portion, based upon 
the relative contributions of capital made 
by both parties. This procedure, the Tax 
Court frankly admits, provides “a more defi- 
nite method of allocating such income than 
the method adopted in that [the Canfield] 
case.” Similarly, the Tax Court in T. B. 
Hartz” allocated partnership earnings on 
the basis of the capital contributions of the 
members, after first determining from the 
evidence the value of the taxpayer’s services, 
not in terms of percentage of income, but 
in terms of dollars and cents.” 


These cases, by recognizing under certain 
circumstances the principle of monetary val- 
uation of services, may evidence a partial 
retreat by the Tax Court from the position 
in the Canfield case. By the same token, 
they may be deemed less vulnerable to crit- 
icism than that case. Although the method 
of apportioning income, after the deduction 
of a reasonable salary, is at variance with 





2 Supra, footnote 7. 

*® Supra, footnote 7. 

"Cf. Sol M. Flock [CCH Dec. 15,750], 8 TC 
—, No. 108 (1947). 


ro? 


the method proposed here, there may be 
some justification for assuming that the 
risks of the business are borne by the part- 
ners in proportion to the capital they con- 
tribute. Nevertheless, as long as the 
Canfield case has not been repudiated as prece- 
dent or the principle embodied in I. T. 3845 
has not been disapproved, the dangers in- 
herent in their application remain, particu- 
larly where the partnership agreement specifies 
no definite salary for the active members. 


Conclusion 


A comparison of the solution proposed in 
this article with any of the various methods 
of allocating partnership earnings, whether 
by percentages or ratios, should, it is be- 
lieved, establish its superiority. Whereas 
the allocation principle is of doubtful legal 
validity, the method proposed disturbs no 
legal precedents. It is neither incompatible 
with the Supreme Court’s opinion in the 
Tower case nor incognizant of the earned- 
income principle set forth in Lucas v. Earl 
and Helvering v. Horst. Unlike the alloca- 
tion theory, it gives rise to no difficulties in 
ascertainment. The value of services ren- 
dered by either husband or wife is deter- 
minable with the aid of the same standards 
that are used to determine the reasonable- 
ness of salaries in other cases and with the 
same degree of accuracy. In contrast with 
the allocation principle, the method proposed 
results in no logical absurdities or inequi- 
ties in its application, but gives fair consid- 
eration to the contributions of both husband 
and wife and to the function of risk-bearing 
that they perform. 


It is submitted, therefore, that the solu- 
tion to the problem that exists where a wife 
contributes capital to a business in which 
she is a partner with her husband, such cap- 
ital being of a substantial amount and orig- 
inating with her, but renders no services, is 
to recognize the partnership and the division 
of profits provided for in the agreement, yet 
to insist that the value of the husband’s 
services be accounted for by deducting a 
reasonable salary for those services prior to 
the distribution of profits. [The End] 
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The Community Property Gold Brick 


By 


FRANK E. SEIDMAN 


M ICHIGAN’S community property law 
was passed for one, and for only one 
reason—to save federal income taxes for 
Michigan taxpayers. The writer objected to- 
this law when it was first proposed because he 
felt that it would uproot the state’s property 
system, and that the inequities involved in 
the whole community property setup should 
be corrected on the federal and not on the 
state level. 


Nevertheless, now that the Treasury De- 
partment has approved the law for income 
tax purposes, it is the right of every tax- 
payer, whether or not he agrees with the 
law, to secure the full tax advantage per- 
mitted under it. 


Here, in part, is what the Treasury De- 
partment ruled: 


“The Bureau holds that, for federal in- 
come tax purposes, the Michigan Com- 
munity Property Act establishes a 
community property system which satis- 
fies the tests laid down by the United 
States Supreme Court in Poe v. Seaborne 
[2 ustc 611] (1930) 282 U. S. 101 and 
Commissioner v. Harmon [44-2 ustc 
§ 9515] (1944) 323 U. S. 44. Accordingly, 
a husband and wife domiciled in Michigan 
will be entitled to include.in their separate 
returns one half of their community in- 
come received or accrued on and after 
the effective date of said Act.” 


There are as yet, of course, no interpreta- 
tions of the Michigan act by the courts. 
There is, however, a wealth of rulings, judi- 
cial decisions and literature pertaining to 
the community property statutes of other 
states; some of the conclusions given here 
are based on these sources. 


The Community Property Gold Brick 


Under the Michigan act, an entirely new 
principle in that state is established as to 
property rights of husband and wife. Under 
the old law the structure of holding prop- 
erty was based upon ownership by each 
spouse. The rights of a wife in the hus- 
band’s property, for instance, were mere 
contingent rights of dower, etc., if she sur- 
vived him. 


Under the new law, this is entirely 
changed. The theory underlying the new 
law is that what husband and wife acquire 
from their joint effort during marriage 
should be enjoyed in common, irrespective 
of which spouse does the actual earning. 


Section 4 of the new law reads, in part, 
as follows: 


“All property of every kind . . . acquired 
by either the husband or the wife, or 
both, after marriage, or on or after the 
effective date of this act, whichever is 
later, except that which is defined as the 
separate property of either 

shall be deemed the community property 
of the husband and wife, and each shall 
be vested with an individual 1/2 interest 
therein. The respective interests of the 
husband and the wife in such community 
property shall be present, existing, and 
equal interests and shall arise as an inci- 
dent of marriage.” 


Thus, each spouse has a vested interest 
in one half of the community earnings. 
This does not mean, however, that the wife 
automatically can snatch fifty per cent of 
her husband’s pay check, or vice versa. On 
the contrary, as will be indicated later, each 
spouse retains all rights of management and 
control over his or her earnings. 

The effective date of this new nuptial 
deal is July 1, 1947. The act provides that 
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property owned by the husband or wife on 
July 1, 1947, or at the time of their marriage 
(whichever is later) shall be “separate” prop- 
erty to which the owner will have all legal 
rights, just as before. Furthermore, all 
future income, rents and profits from the 
separate property will constitute the sepa- 
rate property of the owning spouse. All 
property acquired by the husband or wife 
after July 1, 1947, by gift (other than gifts 
made to the community), devise or bequest, 
is also separate property. 


Except for transfers, by agreement, from 
separate property, community property in- 
cludes only income from personal services, 
such as wages, salaries, fees, commissions, etc., 
earned by either spouse after the effective 
















































date, plus income from property purchased 
with such earnings. In other words, if a hus- 
band earns $5,000 in salary from July 1, to De- 
cember 31, 1947, and, in addition, receives $3,000 
in dividends from stocks that he owned on 
July 1, 1947, the $5,000 is community income, 
which he can, for income tax purposes, split 
with his wife; but the $3,000 is not com- 
munity income and cannot be split. If 
however, he saves $1,000 from his $5,000 
and earns $30 interest on his savings, that 
$30 is community income and can be split. 
If he sells investments that he owned on 
July 1, 1947, at a profit of $500, that profit 
is not community income because it was 
realized on his separate property. On the 
other hand, if the $1,000 investment that 
was bought with community income is sold 
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at a profit of $100, that profit is community 
income and can be split. 


Under this new setup, therefore, the prop- 
erty of husband and wife is divisible into 
three classes, namely: the separate property 
of the husband, the separate property of 
the wife and community property. Anybody 
who thmks the adoption of the community 
property system is an easy way of saving 
income taxes will have a rude awakening 
when he bumps into some of the difficulties 
of attempting to keep property segregated 
on this basis. 


The whole community property system 
originated in an old Spanish custom. For 
hundreds of years the Spanish and French 
laws have been based upon this general idea; 
and so it has happened that some of our 
states which were originally purchased from 
France or settled by the Spaniards have 
had this system from the beginning. In 
other states, as in Michigan, the community 
property system has been a modification of 
the common law, but without the historic 
background, As a result, residents of these 


Frank E. Seidman 


Mr. Seidman is a partner of Seidman 
and Seidman, a national firm of cer- 
tified public accountants. 


states are sure to have headaches from try- 
ing to fit a square peg into a round hole. 


Specific Requirements 


The community holding of property pre- 
supposes the unity of marriage—that is, 
lawful marriage. Without a lawful marriage 
there can be no community property. A 
single person, therefore, is not in any way 
affected by this new law. 

If the husband and wife are domiciled 
in Michigan, the community property law 
applies to all their personal property wher- 
ever it may be physically located, or to all 
their personal income wherever it was 
earned, but does not apply to any real prop- 
erty located outside the state. In other 
words, income from real property located in 
another state is not community property, 
even if the husband and wife are domiciled 
in Michigan, and even if the money to buy 
the property came from community income. 


The act does not change the husband’s 
duty to support his wife and family and 
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to buy for them that which is necessary 
to maintain them, but the community prop- 
erty is the first source of this support. 
Only if there are not adequate funds in 
the community, ig the husband’s separate 
property liable for this obligation. 


Upon the death of a husband or wife, 
one half of the community property goes 
outright to the survivor and the other half 
is subject to the testamentary disposition 
of the decedent, in the absence of which 
it goes to his or her heirs-at-law. Therefore, 
half of the husband’s earnings after July 1, 
which have not been spent, can be willed 
by his wife to his mother-in-law, or to 
anybody else she chooses, if she predeceases 
him. If the husband dies first, the wife 
receives her half of the community property 
outright. In addition, she is entitled to her 
dower rights and her widow’s election in 
the husband’s separate property, just as 
before. 

A divorced wife becomes entitled to one 
half of the community property at the di- 
vorce date. The court can make the same 
provisions for the support of the divorced 
wife and the children as it did prior to the 
act, except that the income from the wife’s 
half of the community property will be 
taken into consideration. 


Management and Control 


The management and control of the sepa- 
rate property of either husband or wife re- 
mains with each of them, as under the old 
law. 


The husband has the right to manage and 
control all community property except that 
earned by the wife’s own efforts and that 
standing in her name, which she has the 
right to manage and control. However, 
both husband and wife are subject to many 
restrictions. Here are a few samples: 


(1) Neither may sell or encumber com- 
munity real property, or lease community 
real property for a longer period than 
one year, unless the other joins in the 
instrument. 

(2) Neither may make a gift of com- 
munity property, or sell or encumber com- 
munity property without adequate 
consideration, unless the other consents. 

(3) Each owes a duty to act in good 
faith and to do nothing with the com- 
munity property except for the benefit 
of the community estate. 

The law, however, permits the husband 
and wife to deal freely between themselves 
regarding the community property. If, 
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therefore, they agree that community prop- 
erty should be divided into separate prop- 
erty, or if they wish to put the community 
property in joint or common ownership, 
they can do this by proper instrument. 

This freedom of dealing with each other, 
together with the rights given married wom- 
en under the general statutes of Michigan, 
enables husband and wife, if they desire, to 
renounce the effect of the new act entirely 
by agreeing that their property rights shall 
continue just as they were before this act 
was passed. 


Usually, the right to split the income 
between husband and wife will result in tax 
savings if the income of the couple is sub- 
stantial. However, where the wife has in- 
come from investments or other separate 
property and the husband’s income is largely 
from services, occasionally the splitting of 
the husband’s income will result in an in- 
crease in tax to the wife which will exceed 
the tax savings to the husband. In these 
circumstances, it is ordinarily advisable for 
husband and wife to enter into the type 
of agreement above suggested, waiving the 
effects of the new law and agreeing to con- 
tinue as though the act had never been 
passed. 


Incidentally, this new law will benefit 
only about five per cent of Michigan tax- 
payers. The splitting of income between 
husband and wife for tax purposes does not 
save income taxes unless a married man 
without dependents earns over $3,300 a year 
or one with two dependents earns over 
$4,400 a year— and the earnings of some 
five per cent of Michigan’s taxpayers exceed 
these brackets. 


Furthermore, even those who earn con- 
siderably more than these amounts save 
comparatively little. For instance, a mar- 
ried man without any dependents who earns 
$7,500 a year will save about $156 at present 
rates. Only the really big fellows, therefore, 
will receive the major benefit from this law. 


Allocation of Income 


An important question is how to deter- 
mine the amount of income which represents 
earnings from personal services. Where a 
spouse is employed, there is no difficulty 
in concluding that his or her salary is per- 
sonal earnings; but where a spouse owns 
and operates a non-incorporated business 
or is a partner in-a business, the answer 
is not so easy. 


Insofar as income from a business rep- 
resents a return on separate capital, it is 
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separate income; but the income resulting 
from the husband’s or wife’s work in the 
business is community income. There is, 
however, no simple rule by which to allocate 
the income of a business between these two 
elements. 


The Tax Court has held that if there 
is no satisfactory evidence to determine 
what part of the income of a business came 
from personal services and what part came 
from separate capital, all the profits will be 
considered as separate income. None, there- 
fore, could be split between husband and 
wife." This is based on the theory that 
it is for the taxpayer to show the extent 
of the Commissioners’ error in treating the 
whole income as separate income. 


Of course, where the proprietorship or 
partnership business is personal service, such 
as that of a lawyer, doctor, accountant, 
etc., all of the income will be considered 
as community. On the other hand, where 
the profits of a business result inherently 
from investment without personal effort, 
none of the income is from personal services. 
Between those two types is a veritable no 
man’s land, with litigation as the inevitable 
result. The cases in other states are all 
over the lot on this question. 

The method of allocation most frequently 
mentioned is the famous “California formu- 
la,” as laid down by the Bureau in G. C. M. 
9825, X-2 CB 146, and applied by the Tax 
Court in Clara B. Parker, Exrx. [CCH Dec. 
8794], 31 BTA 644, and J. Z. Todd [CCH 
Dec. 13,873], 3 TC 643. This formula re- 
quires the computation of a “normal” return 
on capital invested in the business plus the 
fair value of the owner’s services, the re- 
sulting ratios being applied to the actual 
profit for the year. In several cases, how- 
ever, the taxpayer has been allowed to treat 
all profits in excess of a normal return on 
his investment (usually seven per cent or 
eight per cent) as personal service earnings 
and thus as community income.” 


If a salary is paid to a proprietor or 
partner, the question arises as to whether 
the salary automatically determines his or 
her earned income from that business. 

In one case before the Tax Court, in 
which the Commissioner attempted to apply 
G. C. M. 9825, the court supported the 
taxpayer’s contention that all profits in ex- 
cess of eight per cent of the capital invest- 





17. V. Larsen [CCH Dec. 4578], 14 BTA 160; 
F. A. Wilson [CCH Dec. 12,976(M)], 1 TCM 
571]. 

2 Lawrence Oliver [CCH Dec: 14,350], 4 TC 
684; Ashley Manning [CCH Dec. 15,655], 8 TC 
537. 
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ment were attributable to his _ personal 
services, in spite of the fact that a proprie- 
tor’s salary account was included in adminis- 
trative expense. The court stated that 
this amount was intended only to cover his 
bare living expenses and did not represent 
compensation for his services.* 


In a case decided by the Ninth Circuit, 
on appeal from the Board of Tax Appeals, 
the court held that all of the income of the 
business was community income. The mere 
fact that a husband received salary from 
the partnership did not necessitate a finding 
that all income above the salary was attrib- 
utable to the separate property of the 
husband.‘ 


However, in another case the Board of 
Tax Appeals held that income in part from 
personal services and in part from property, 
will be allocated to separate and community 
property where both factors are substantial, 
and that such allocation had been made by 
the partners in fixing the husband’s salary; 
In a recent case involving a partnership 
with five partners, only two of whom were 
active in the business, the Tax Court held 
that since the inactive partners received 
the same relative return on their investments 
as the active partners received, after deduct- 
ing the salaries of the latter, these salaries 
represented earnings from services and the 
balance represented earnings on capital. 


Segregation 


In determining the amount of community 
income, all expenses incurred directly in 
earning the income must be deducted. If, 
for example, in earning a salary of $10,000, 
the husband incurs traveling expenses of 
$1,000, they must be deducted, and the 
community income will be $9,000, not $10,000. 


However, certain types of expenses—in- 
terest, property taxes, automobile licenses, 
medical expense, etc.—may be deducted in 
full for income tax purposes by the person 
who pays them, even though they are com- 
munity expenses, if the payments are made 
from the payor’s separate property. On 
the other hand, such expenses paid with 
respect to separate property of either spouse 
are deductible only by the owner of that 
property, even though community funds 
are used for their payment. 





3 Ashley Manning, supra. 

* Rucker v. Blair [1 vustc 1 380], 32 F. (2d) 
222; rev’g [CCH Dec. 3252] 9 BTA 921. 

5 Julius and Rebecca Shafer [CCH Dec. 777], 
2 BTA 640. 

* Hugh B. Tinling [CCH Dec. 15,525], 7 TC 
1393. 
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The payment of community expenses en- 
tirely by the husband, if he has a larger 
income than his wife, will usually provide 
greater tax advantage than splitting the 
deductions. However, in order to be de- 
ductible in full by him, he must pay them 
out of his separate property. It is, accord- 
ingly, important that community funds be 
kept apart from separate funds in order 
to identify from what source the payments 
are made. If separate and community funds 
are commingled, it will be presumed ordinar- 
ily that community expenses were paid from 
the community income; it will, therefore, 
be very difficult for the taxpayer to prove 
that the expenses were paid from separate 
funds." 


In an unincorporated business in which 
the profits are allocable between capital and 
services, the undrawn profits account has 
the same status as a commingled bank ac- 
count. Consequently, any payments of 
community expenses through a drawing ac- 
count will require the same tax treatment 
as those from the bank account. 


Property purchased in part with separate 
funds of a spouse and in part with the 
community funds is separate property and 
community property in the same propor- 
tions. The general rule, however, is that if 
the purchase money was drawn from a fund 
in which community and separate funds 
were commingled, the purchased property 
will be classified as community property 
unless it is possible to ascertain what por- 
tions of the fund consist of community. 
and separate property. 


The segregation of community and sepa- 
rate property is also important in determin- 
ing the property rights of husband and wife 
in the event of death, divorce, etc. It is 
essential, therefore, if controversy is to be 
reduced, that the amount of community 
property and separate property be clearly 
ascertainable. To this end, husbands and 
wives should: 


7One taxpayer tried to show that his total 
living expenses (nondeductible) for the year 
had exhausted the community funds in the com- 
mingled bank account and .consequently the 
medical expenses which he claimed as his sep- 
arate deduction were paid from separate funds. 
The Tax Court held that he had not proved 
that no community funds were available at the 
time the checks in payment of the medical ex- 
penses were drawn; in the absence of such 
proof, he was required to split the deduction 
with his wife. In other words, there was no 
more reason to believe that the deductible ex- 
penses had been paid with separate funds than 
that the nondeductible had been so paid. Hrnest 
W. Clemens [CCH Dec, 15,559], 8 TC 121. 
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(1) Make an inventory of all property 
as of July 1, 1947, and show the owner- 
ship. 


.(2) Set up a separate community prop- 
erty bank account in which only commu- 
nity earnings are deposited and from 
which only community expenses are 
drawn. 


(3) Maintain a separate bank account 
for the husband and another one for the 
wife for deposits of income from separate 
property and for withdrawals of expenses, 
etc., which are properly separate expenses. 


(4) Maintain records of acquisition and 
disposition of all property after July 1, 
indicating whether it is separate or com- 
munity property. 


From this list, and from the other factors 
already indicated, it should be clear that 
the only taxpayers the new law is certain 
to help are lawyers and accountants—and 
accountants are, perhaps, more to be pitied 
than envied. They will have their troubles 
in trying to figure the score for their clients 
under this law. Mr. Gilbert of Gilbert & 
Sullivan fame composed a song entitled, 
“A policeman’s lot is not a happy one” 


‘but that was long before he could know 


anything about Michigan’s community prop- 
erty law and the problems with which ac- 
countants will be confronted. Otherwise, 
he would not have wasted his sympathy on 
a policeman. 


Life Insurance 


The importance of keeping community 
and separate property segregated cannot be 
overemphasized. This is forcefully illus- 
trated by life insurance. 


It has been held that if premiums on 
life insurance are paid only from separate 
property, the proceeds of the policies con- 
stitute separate property. On the other 
hand, if the policy is bought only with 
community funds, it belongs to the com- 
munity. A policy bought in part with 
separate funds and in part with community 
funds, is proportionately owned as separate 
and community property. 


If, therefore, premiums are paid from a 
bank account in which both separate and 
community income are included and com- 
mingled, controversy is sure to arise as to 
whether the premiums have been paid from 
separate or community funds. Furthermore, 
the use of community funds to pay life 
insurance premiums may result in having 
insurance proceeds go to others than the 
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beneficiaries named in the policies. Thus, 
in one case where a husband designated his 
son and daughter as beneficiaries but pre- 
miums for one year were paid out of com- 
munity funds, it was held that the wife 
was entitled to a proportionate part of the 
proceeds, notwithstanding that she was not 
named a beneficiary under the policy.’ 


In another case it was held that where 
all the premiums were paid out of commu- 
nity funds, the wife was entitled to one 
half‘of the proceeds even though the benefi- 
ciaries named in the policy were the children.’ 


In order to avoid situations of this kind, 
consideration should be given to the desir- 
ability of payment of all premiums out of 
separate property of the husband or of the 
wife’s relinquishing any claim in the policy 
or the proceeds, other than as the benefi- 
ciary designated in the policy. 





Basic Date Problems 


The effective date of the law being July 
1, 1947, only those earnings for personal 
services rendered after that date constitute 
community income and can be split. Earn- 
ings before July 1 cannot be split, even 
though payment is received after July 1. 
In other words, even if a taxpayer reports 
on a cash basis and receives payment after 
July 1, such receipts are not community 
income if they cover services rendered before 
July 1. 

If, after July 1, the taxpayer receives a 
payment which covers services for a period 
both before and after July 1, it must be 
apportioned. Thus, for instance, if a bonus 
of $4,000 is paid to an executive for the 
calendar year 1947, ordinarily only one half 
of this amount will be assumed to have been 
earned since July 1. Therefore, only $2,000 
could be split for income tax purposes. 
Similarly, if a doctor or lawyer renders a 
bill to his patient or client which covers 
services both before and after the basic date, 
he must apportion the payment for the 
services when he receives it as between the 
two dates. This is also true as to amounts 
earned and payments received before and 
after marriage, or before and after changing 
domicile from a non-community state to 
a community state. 


Thus, it has been held that a taxpayer 


reporting on a cash basis who moved from 
a non-community to a community state on 





8 Modern Woodmen of America v. Gray, 113 
Cal. App. 729; 299 Pac. 754. 


®* Travelers Insurance Company v. Fancher, 
219 Cal. 351; 26 Pac. (2d) 482. 
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December 24, 1936, and received a lump sum 
compensation payment for the year on De. 
cember 31, 1936, can consider only 7/365 of 
the amount received as community income, 
divisible in his and his wife’s returns.” 


It is obvious what a difficult task this 
apportionment job will be in many cases, 
Of course, husband and wife can, if they 
choose, file a joint return and avoid these 
difficulties; but the price frequently will be 
higher taxes. 


However, if separate returns are filed and 
there has been no agreement or waiver of 
the new law, community income must be 
divided between husband and wife; further- 
more, it must be divided equally. They 


cannot arbitrarily apportion the income so 
that one takes, say, forty per cent and the 
other takes sixty per cent. 
split exactly fifty-fifty. 


It must be 


Exemptions and Deductions 


If husband and wife file separate returns, 
they are, as before, entitled to take credit 
for the $500 exemption allowed each tax- 
payer. In addition, either husband or wife 
may claim the credit for a dependent sup- 
ported from community funds, but they 
cannot split the credit. This means that 
either husband or wife may take the $500 
exemption for one child, but they cannot 
divide the exemption and each take $250, 
If there are two children, however, each 
spouse may take credit for one or either 
spouse may take the credit for both—on 
the assumption, of course, that the depend- 
ents were supported out of community 
income. 


Insofar as expenses aré concerned, it has 
already been indicated that such items as 
taxes, interest, medical expenses, etc., are 
deductible by the husband or the wife, or 
on a fifty-fifty basis, depending upon. the 
method adopted in paying these expenses. 


Where both husband and wife join in 
making a charitable contribution, or where 
one makes it with the consent of the other, 
and payment is made from community funds 
they must divide the amount of the con- 
tribution fifty-fifty in their respective re- 
turns. However, if one spouse makes a 
contribution from the community fund 
without the consent of the other, it may, 
it appears, be deducted only by the one making 
the contribution, and not by both, because, as 
already stated, one spouse cannot give away 





0” Wrightsman v. Commissioner [40-1 ustc 
9377], 111 F. (2d) 227; aff’g [CCH Dec. 10,807] 
40 BTA 502. 
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any community property without the con- 
sent of the other.” 


One disadvantage of the community sys- 
tem in connection with the contribution 
deduction does not appear at first glance. 
This is the lowering of the fifteen per cent 
limitation. Assume, for instance, that a 
husband has a $10,000 earned income and 
his charitable contributions are approximate- 
ly $1,500 each year. Before the community 
system was inaugurated, he could deduct 
the full $1,500. Under the new law, how- 
ever he is allowed to deduct only $750 since 
his adjusted gross income is now $5,000. 
Because he made the contributions, he alone 
can deduct them; consequently, $750 of the 
deduction is lost. The solution is to have 
his wife make a portion of the contributions 
in her own name, or to make them jointly 
out of community property. 

Offsetting this disadvantage is the ad- 
vantage in computing the five per cent ex- 
clusion from medical expenses. Thus, a 
husband with earned income of $10,000 and 
medical expenses of $1,000 was formerly 
allowed to deduct. $500, the excess of the 
expense over five per cent of his adjusted 
gross income. Under the community sys- 
tem this five per cent exclusion decreases 
to $250 (five per cent of adjusted gross 
income of $5,000), allowing him a deduction 
of $750. This advantage operates only if 
the payments are made out of separate 
funds. If they are made by the community, 
the deduction must be split and the five 
per cent exclusion of the wife offsets the 
decrease in that of the husband. 

Even if the payments are made from 
community funds, there may be an advan- 
tage, provided the expense is large enough. 
A taxpayer claiming two or more exemp- 
tions is allowed a maximum deduction of 
$2,500 for medical expenses. Consequently, 
a married man with two children could 
conceivably deduct $5,000 if separate returns 
were filed. If the husband’s salary is $50,000 
and his medical expenses $7,500, he would 
be allowed a deduction of $2,500 under the 
old system. With his wife now reporting 
half of his earnings, and with each claiming 
one dependent and $3,750 of the medical ex- 
penses, the allowable deduction to each, 
after five per cent exclusion of $1,250, is 
$2,500, or a total of $5,000 to the community. 

There is also a tax advantage, under the 
community property system, for many who 
use the optional deduction rather than the 
actual deduction allowance. Thus, a man 

1 Ernest W. Clemens, supra. The Commis- 
sioner, however, does not concur, and has not 
acquiesced to this decision. 


The Community Property Gold Brick 


with earned income of $8,000 without benefit 
of community property is allowed a flat 
deduction of $500. Now he and his wife each 
report $4,000, using the standard table, 
which gives each a ten per cent deduction, 
or a total of $800. This in effect allows 
an optional standard deduction of ten per 
cent up to $10,000 total community income, 
instead of up to $5,000 as previously. 


Declarations and Withholdings 


The Collector of Internal Revenue at 
Detroit has given Michigan taxpayers a 
special dispensation from declarations of 
estimated tax this year. He has announced 
that where a husband has filed a declaration 
but a wife has not, and she now finds that 
her income under the community property 
act requires a declaration from her, she 
nevertheless does not have to file. Instead, 
the payment made by the husband on his 
separate declaration may be divided by the 
husband and wife on their final separate 
returns in any proportion agreed upon be- 
tween themselves. The Collectors’ announce- 
ment states that this concession applies 
only to 1947, Beginning with 1948, the 
Bureau will require the filing of declarations. 

It would appear highly advisable hereafter 
for husband and wife in community prop- 
erty states to file joint declarations rather 
than separate ones. This will enable either 
to take credit for any portion of the taxes 
paid on the joint estimates in each of their 
separate final tax returns, whereas, if sepa- 
rate declarations are filed, only the spouse 
making the declaration may take credit for 
the payment. 


The new act has no effect whatsoever 
upon payroll deductions and other tax-with- 
holding requirements. The amounts which 
must be withheld remain the same as those 
withheld before July 1. However, if hus- 
band and wife elect to file separate returns, 
the amount of any withholding must be 
divided equally as a credit against the taxes 
on each return. Inasmuch as the act is 
operative only after July 1, 1947, this year 
husbands and wives will be entitled to divide 
the credits for withholdings only with re- 
spect to earnings on and after that date. 
As in splitting community income, the credit 
must be split fifty-fifty and cannot be arbi- 
trarily apportioned in any other ratio. 

In the average case, where only one spouse 
is the earner and the other has no income 
except by reason of the community property 
law, there will ordinarily be a refund because 
the withholding is based upon the average 
situation in non-community property states. 
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Estate Taxes 


It is generally assumed that the commu- 
nity property system is invariably favorable 
as to federal taxes. This is not true in many 
income tax situations, and it certainly is 
not true at all of federal estate taxes. Under 
an amendment to the Internal Revenue Code 
adopted by the 1942 Act, all community 
property (not half, but all) is taxed to the 
spouse who dies first, except that which 
can be shown actually to have been earned 
by the surviving spouse or purchased with 
his or her separate property. But (and this 
is an important but) in no situation can 
the taxable estate be reduced below the 
amount over which the deceased had the 
power of testamentary disposition. Since 
each spouse may dispose of half the com- 
munity property, if a husband dies first and 
the community property is the result of his 
earnings, his estate must pay a tax on all 
the community property because he earned 
it all—even though he may will only half 
of it. On the other hand, if the wife dies 
first, her estate must pay a tax on at least 
one half of the community property even 
though she earned none of it. 


Thus, for example, if we assume that a 
couple’s community property consists of 
$300,000 of securities, purchased with the 
earnings of the husband, if the wife dies 
first, $150,000 must be included in her federal 
estate tax return as her interest in the com- 
munity assets. If the husband dies first, 
however, $300,000 must be included in his 
federal estate tax return because all of the 
securities were purchased from his earned 
income. It is a “heads I win, tails you 
lose” proposition. 

It should be mentioned that if the sur- 
viving spouse dies within five years of the 
death of the first spouse, the value of his or 
her property which was included as com- 
munity property in the estate tax return 
of the first decedent (including the survivor’s 
half) qualifies for deduction from his or her 
gross estate as property previously taxed. 
A special provision of the regulations allows 
for the treatment of such property as re- 





ceived by inheritance, even though under 
state law the ownership vested at the time 
the property was acquired.” 


Gift Tax 


All gifts of community property are con- 
sidered to be gifts of the husband, except 
those attributable to the earnings of the 
wife. ; 

Even though the wife has a one half 
interest in the community property created 
by her husband, if her portion of the com- 
munity property is transferred to her as 
separate property, the transfer is subject to 
gift tax. If the husband transfers his in- 
terest in the community property to her 
as well, a gift tax is also payable on his 
half. The measure of the tax is the value 
of the property transferred, less any part 
attributable to the wife’s own community 
earnings. Thus, if community property is 
transmitted into separate property of the 
spouse who earned it, no gift tax attaches. 

A gift from a third party to the commu- 
nity, or from the community to a third 
party, is also a transfer subject to gift tax. 

On the other hand, under the Treasury 
regulations, transfers of separate property 
from either spouse into community property 
are not taxable gifts. 


It is difficult to understand why a trans- 
fer of community property in which the 
wife has a “present, existing and equal in- 
terest” should be considered taxable, where- 
as a transfer to community from separate 
property, as a result of which the wife has 
something she never had before, should be 
considered nontaxable. But such are the 
vagaries of this mystical thing called the 
community property system. 


All in all, Michigan’s community property 
act may not be the gold mine of tax benefits 
it was cracked up to be. In fact, it may 
very well turn out to be a gold brick. 


[The End] 
2 Regulations 105, Section 81.41(a) (1). 
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How United States Companies 
Are Taxed by Britain 


By F. BRADSHAW MAKIN 
author of ‘‘The London Money Market”’ 


and “Practical Statistics’’ published in London 


WHEN a company considers the ques- 
tion of operating a branch abroad, or 
of forming a foreign subsidiary company, 
the liability to income tax on the profits 
earned abroad is a matter of concern. In 
this short article it is hoped to explain to 
what British taxation a U. S. A. company 
would be liable if it commenced operations 
in Britain, either by way of a branch of the 
U. S. A. parent company, or by forming and 
registering in Britain a limited company, the 
shares of which are held in the U. S. A. 


Before attempting to deal with the main 
question a few brief comments on the 
manner in which income tax in Britain is 
assessed are not out of place. Income is 
assessed for tax purposes under five sepa- 
rate schedules, the particular schedule be- 
ing determined by the source or type of 
income. The schedules are as under: 


Schedule A. Income from the ownership 
of land and buildings in the 
U. K. (Often termed Prop- 


erty tax) 


Income from the occupation 
of land, as distinct from 
ownership. (Often termed 
Farmers tax) 

Income from interest, an- 
nuities etc., payable in the 
U. K. out of public funds 
of the U. K., Colonies etc. 
(Often term Stock holders 
tax) 


Schedule B. 


Schedule C. 


Schedule D. Income from trades, pro- 
fessions, bank interest, in- 
come from foreign securities 
and any income not charged 


under any other schedule. 


Schedule E. Income from employment, 


salaries, pensions etc. 

For the purpose of this article the only 
schedule of particular interest is that of 
Schedule D. As this schedule is a wide one 
embracing as it does all trading profits, it 


is further subdivided into six Cases under 


which profit is assessed. The Cases are: 


Case land2. Trade carried on in the 
} U. K. by any person what- 

soever whether resident in 
the U. K. or not, and trades 
carried on outside the U. K. 
by persons resident in the 
U. K. 
Uncertain profits, i.e. bank 
interest and certain other in- 
terest payments not charged 
under Schedule C. 
Income arising outside the 
Lie ee 
Any profit or income not 
falling under any other 
Case or under any other 
Schedule. 


It will be quite clear that just as Schedule 
D is the important ‘schedule for trading 
concerns, so are Cases 1 and 2 the important 
cases applicable to business profits. Almost 
the whole of any ordinary trading profit will 
in practice be assessed under Case 1 of 
Schedule D. Under the terms of Schedule 
D,it is stated that “tax shall be charged in 
respect of profits or gains arising to any 
person, whether a British subject or not, 
although not resident in the U. K. from any 
property whatever in the U. K., or from any 


trade, profession or vocation exercised within 
the U. K.” 
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The above makes it quite obvious that 
profit earned in the U. K. by an American 
owned subsidiary company or a branch of 
a U. S. A. company, is liable to British 
taxation. A company incorporated and reg- 
istered in the U. K. is a legal entity resident 
in the U. K. and therefore is charged with 
tax and pays tax in its own right. The fact 
that the stock holders are all resident in the 
U. K. is, from the income tax angle, quite 
immaterial. In the same manner a U. S. A. 
company operating a trading branch in the 
U. K. is liable to tax under Case 1 of Sched- 
ule D on the trading profits arising in the 
| ig x 


Having established the point that British 
income tax is properly chargeable on the 
U. K. profits of an American subsidiary or 
trading branch, it is next necessary to consider 
how the tax will be assessed. Under Schedule 
D tax is not normally chargeable on the 
actual profit of the business for the year of 
assessment, but on the profit of the next 
preceding year. The year of assessment in 
Britain runs from 6th April to 5th April. 
In the event of a U. S. A. company opening 
up trading in Britain, the business would 
rank as a “new” business and the statutory 
profit be computed according to Rule 6. In 
practice this means that the assessment is 
on the actual profit of the year. . If for 
example the business was set up in August 
1947 and the profits for the year ending 3lst 
July 1948 were say £ 3600 ($14,400) the 
1947/48 assessment would be 8/12 of £3600 
($14,400) or £2400 ($9,600). The assessment 
for 1948/49 will be on the figure of £3600 
($14,400) and the 1949/50 assessment be on 
the adjusted profits of the year ended July 
1949. Provided proper notice is served on 
the taxation authorities the assessment for 
the first two years in the case of a new 
business may be adjusted to the actual profits 
of both those years. In the third year, 
however, the next preceding year principle 
must apply. Reduction to “actual” is only 
worth while when the second year’s profit 
is less than the first. 


The income tax profit of any business con- 
cern is usually a very different figure from 
that*shown in the commercial accounts as 
trading profit. Certain items which from a 
business standpoint are legitimately charged 
in the accounts are disallowed for tax pur- 
poses and must be added back to the trading 
profit to arrive at the taxable profit figure. 
Under the Rules of Cases 1 and 2 the dis- 
allowable items are those “not being monies 
wholly and exclusively laid out or expended 
for the purposes of trade.” This ruling will 
of course eliminate such items as capital 


expenditure or capital loss, personal expen- 
ditures, losses and expenses not connected 
with trade, losses recoverable under insur- 
ance, contingent losses and lump sum re- 
serves. Depreciation is another item not 
allowed, but a relief is given in the form 
of a wear and tear allowance. - This allow- 
ance is in most cases less than that charged 
for ordinary commercial depreciation. To 
go into the question of disallowable items 
would require an article itself as many border 
line cases crop up in every day life, each one 
being decided in practice by the particular 
circumstances, bearing in mind the “wholly 
and exclusively” rule. The manner in which 
the taxable profit is computed is probably 
best illustrated by a simple example siniilar 
to the one given on page 983. 


In preparing the computation the various 
items are written back for the following 
reasons. 


Repairs. It is found on examination that 
the charge for repairs includes $125 spent on 
capital addition, therefore this amount, not 
being a revenue item must be disallowed. 


The provision of a lump sum reserve to 
cover any possible loss by bad debts is not 
sanctioned. Only debts actually written off 
as bad, and other debts to the extent they 
are considered bad can be charged. 


Donations. Only certain charitable dona- 
tions as agreed with the tax authorities are 
allowed, others are written back. 


Interest on borrowed money, other than 
bank interest on a current account, is an 
expense in acquiring capital and is therefore 
not granted. 


Depreciation is written back, but wear and 
tear is given as a relief. 


Legal Fees are assumed to be in connec- 
tion with capital items. 


Income tax is not an expense incurred in 
earning profit but an appropriation of profit. 

In practice the above computation would 
be submitted to the tax authorities as soon 
as possible after the end of the company’s 
financial year, in the example 3lst August 
1947. When finally agreed a notice of assess- 
ment would be issued showing the amount 
of tax payable on the Ist January 1948. 


When a U. S. A. subsidiary company (that 
is a company registered and incorporated 
in the U. K. shareholders being in the 
U.S. A.) pays dividends, tax at the standard 
rate of British income tax 9/-. in the £ = 
(45 cents to the $) is deducted and the 
dividend remitted net. The U. S. A. parent 
company can claim as a credit against the 
U. S. A. tax due on dividends the U. K. 
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TRADING AND PROFIT & LOSS ACCOUNT YEAR ENDED 31 AUGUST 


To Stock 1 September 
Net Purchases 
Wages 
Gross Profit C/d 


$ 10,715 


$142,195 


Fuel & Power 
Light & Heat 655 
Repairs 1,395 
Rent & Rates 1,205 
Insurances 575 
Sundry Expenses eT ae 490 
Office Expenses 2,950 
Carriage 8,780 
Salesmen’s Wages etc. ........ 9,650 
Advertising 4,370 
Discounts 2,205 
Bad Debts 2,900 
Donations ao 550 
Interest on Loan 2,500 
Bank Interest ‘ 290 
Depreciation: Plant .... 

Trucks .. 


Buildings 220 2,550 


By Net Sales 
Stock 31 August 


$130,360 
11,835 


$142,195 
By Gross Profit B/d 


Legal Fees 
Income Tax 
Net Profit 


580 
8,400 
6,000 


$ 58,060 


$58,060 


INCOME TAX COMPUTATION 


Net Profit as per account 
Add back disallowed: 


Capital items in Repair charge 
Reserve for Bad Debts .......... 
Disallowable Donations 

Interest on Loan 

Depreciation 

Legal Fees 

Income Tax 


Taxable Profit 


Taxable profit brought forward. . .$20,625 
Less Wear and Tear allowance 


Buildings 


Tax on $19,030. @ 45 cents in the dollar = $8,563.50. 





tax suffered provided the gross dividends 
are included in the U. S. A. tax assessment. 
If the profits of the U. K. subsidiary com- 
pany are retained in the U. K. and plowed 
back into the company i. e. no distribution 
is made to the parent company, the whole 
of the profits bear tax at the full standard 
rate. In-‘brief no U. S. A. tax credit is 
given where no distribution of profit takes 
place. 


In addition to income tax a further tax is 
levied on corporate bodies in the U. K. 
known as the Profits Tax. This tax in brief 
is a tax levied on the net adjusted profits 
of a company at a flat rate of 12“%. Any 
profit, however, that is not distributed is 
chargeable at 5% only. This reduction in 
the rate of tax on the profit not distributed 
is of particular interest to U. S. A. com- 
panies, as it is provided that dividends paid 
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to a U. S. A. parent company do not count 
as distribution, therefore the tax on the whole 
of the profit will be on a 5% basis. The 
relative provision runs as follows: “Where 
a body corporate not ordinarily resident in 
the U. K. controls at least one half of the 
voting power of a body corporate ordinarily 
resident in the U. K. any distributions to 
the former may be ignored in computing the 
net relevant distribution of the latter.” 


Profits tax is not chargeable when the 
profits as adjusted are less than £2000 
($8000). Where profits are more than £2000 
($8000) but less than £12000 ($48000) an 


Business Profit... . 


abatement of one fifth of the difference between 
the profit and £12000 ($48000) is allowed, 
In considering the question of the abatement 
regard must be had to whether the profits 
include what is now termed “franked invest- 
ment income.” Speaking generally, any in- 
vestment income received by a company 
must be included in the total profit for the 
purpose of computing profits tax, except 
where the investment income is comprised 
of dividends declared by companies charge- 
able to profits tax. This is to avoid the 
charge of double taxation. When franked 
investment income is included in the profit 
figure the abatement is apportioned: 


£4000 = $16000 


Franked Investment Income £1000 = - 4000 


BP 


ie Total Profit 5 
4000 1 


5000 5 


1 
x — (12000 — Total Profit) = 


4000 1400 


x — (12000 — 5000) = —— x —— = 1120 
1 


6000 





Therefore tax would be payable on £4000 
— 1120 or £2880 ($11,520). It is to be 
noted that the franked investment income is 
only considered for the purposes of calcu- 
lating the abatement. The tax payable is 
on the business profits less abatement, or in 
other words on the total profit less franked 
investment income, and less abatement. 
Quite a lot could be written on the manner 
in which the rate of tax on the relevant 
distribution is calculated, but this hardly 
seems necessary in the present article as 
it would be quite irrelevant owing to the 
exemption previously mentioned. 


Generally speaking the same rules apply 





of profits tax as apply in the case of income 
tax. 


In the case of the example given above, 
namely an adjusted profit of $19030 the 
Profit tax thereon would be 5% of the total 
after taking into account the abatement viz. 
¥% of (48000 — 19030) = 5794. This gives 
a figure of $19030 — 5794 = $13236 on which 
5% tax is payable. 


In a brief work of this description space 
limitation precludes lengthy explanations on 
many points, but it is hoped that the main 
principles have been made clear and give a 
working idea of how the British income tax 


to the adjustment of profit for the purpose would operate. [The End] 


—— 


A British View of Tax Reduction 


. there is only one way in which taxation can be reduced—by 
reduction of governmental expenditure. This runs counter to the whole 
policy of the present Government, for it would mean jettisoning much of 
their present nationalisation plans and the spoon-feeding to which they 
propose to treat all of us, thus providing a further discouragement to self- 
help. It must be agreed that much of what the Government intends to 
achieve is desirable, perhaps essential; but on the question of method there 
is room for considerable doubt. We shall suffer not only a financial and 
economic crisis; unless the rot is stopped soon, we shall suffer a further 
weakening of our moral fibre.”—An excerpt from the August 2, 1947 issue 
of Taxation, a publication of the British Association of Certified and Cor- 
porate Accountants. 


November, 1947 © TAX ES—The Tax Magazine 


wm tt =o 2 = = ao 










tween 
owed, 
ement 
profits 
nvest- 
ny in- 
npany 
or the 
except 
prised 
harge- 
id the 
‘ranked 
profit 


ncome 


above, 
30 the 
e total 
‘nt viz. 
S gives 
| which 


1 space 
ions on 
e main 
give a 
me tax 


> End] 










The Grounds, Facts and Evidence 
in Tax Refund Claims 


By SAMUEL JOYCE SHERMAN 


‘< TAXPAYER who files a claim 
“\. which does not conform with the 
statute, takes his chances that in the end 
the Commissioner may reject it, no matter 
how complaisant he may appear to be. . 
It makes no difference to the taxpayer what 
was his mistake; in either case he awakes 
to learn that it is never safe to put his trust 
in officials. The result is often ex- 
tremely harsh, as this case shows; but he 
who deals with the Government must dot 
his i’s and cross his t’s; and if he assumes 
that he may rely upon ordinary rules which 
apply as between individuals, he is doomed 
to disappointment.”— Dictum of Judge 
Learned Hand in the Angelus Milling Com- 
pany case.” 


The scope of this article is confined to a 
consideration of the grounds, facts and evi- 
dence required to be stated in a valid claim 
for refund, with special reference to the 
drastic doctrine of the Samara case an- 
nounced by the Second Circuit Court in 
1942, but still in its developmental stage.” 


At the outset, it may be observed that too 
many claims are faultily, superficially and 
carelessly prepared. The case books are 
full of decisions dismissing actions for the 





1 [44-2 ustc 19399] 144 F. (2d) 469 (CCA-2, 
1944)° aff'd [45-1 ustc 19310) 325 U. S. 293 
(1945). 


? For discussion of other phases of this sub- 
ject, see the author’s article, ‘‘Important As- 
pects of Refund Claims and Suits for Refund,’’ 
in Proceedings of New York University Fourth 
Annual Institute on Federal Taxation (1946), 
pp. 271-297. 


recovery of tax overpayments because of 
the insufficiency of the claims filed. Of 
what avail is a meritorious claim if, in the 
end, the claimant is not permitted to prove 
it in court. because the claim filed fails to 
state grounds, facts and evidence essential 
to a recovery? 


It is a serious mistake to regard the claim 
for refund and the suit for refund as sep- 
arate, unrelated steps. Not only is the claim 
a necessary prelude to the suit, but it is the 


‘very foundation upon which the successful 


prosecution of the suit depends. The prep- 
aration of a tax refund suit should properly 
begin with the filing of a valid, sufficient 
and timely claim for refund. 


Attitude Stiffened 


The attitude of the courts has hardened 
noticeably toward claimants who do not 
comply with the requirements of the stat- 
utes and the Treasury Regulations as to the 
form and content of refund claims. Pleas 
of waiver and estoppel are no longer viewed 
with the easy tolerance that marked the 
attitude of the Supreme Court some twenty 
years ago, when it declared in the leading 
case of Tucker v. Alexander :* 


“The statute and the regulations must be 
read in the light of their purpose. They are 
devised not as traps for the unwary, but for 
the convenience of Government officials in 
passing upon claims for refund and in pre- 





31 ustc { 264] 275 U. S. 228 (1927). 


The author, a lecturer at the Institute of Federal Taxation of New York 
University, is an attorney and certified public accountant of New York. This 


article is based on an address delivered by him before the Federal Tax Forum 
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paring for trial. Failure to observe them 
does not necessarily preclude recovery. 

If the Commissioner is not deceived 
or misled by the failure to describe accu- 
rately the claim, as obviously he was not 
here, it may be more convenient and decid- 
edly in the interest of an orderly adminis- 
trative procedure that the claim should be 
disposed upon its merits on a first trial 
without imposing upon Government and 
taxpayer the necessity of further legal 
proceedings. We can perceive no valid rea- 
son why the requirements of the regulations 
may not be waived for that purpose.” 


Whether it be a deeper solicitude for the 
protection of the public revenue or simply a 
manifestation of judicial impatience with 
defective claims pressed before the courts, 
the pendulum seems to have swung com- 
pletely back. Thus, in the Angelus Milling 
Company case,‘ decided by the Supreme 
Court on May 21, 1945, Mr. Justice Frank- 
furter stated: 


“Since, however, the tight net which the 
Treasury Regulations fashion is for the pro- 
tection of the revenue, courts should not 
unduly help disobedient refund claimants to 
slip through it. The showing should be un- 
mistakable that the Commissioner has in 
fact seen fit to dispense with his formal re- 
quirements and to examine the merits of the 
claim. It is not enough that in some round- 
about way the facts supporting the claim 
may have reached him. The Commission- 
er’s attention should have been focussed on 
the merits of the particular dispute. The 
evidence should be clear that the Commis- 
sioner understood the specific claim that 
was made even though there was a depart- 
ure from form in its submission.” 


Taxpayers are well advised not to place 
too much reliance on the liberal-sounding 
dictum of the Supreme Court in Tucker v. 
Alexander, quoted supra, because the facts 
and circumstances of that case are so unique 
that very few taxpayers can make a similar 
showing of waiver. 


In the Tucker case, the taxpayer aban- 
doned the grounds for recovery stated: in 
his claim and proceeded to try his case on 
an entirely new ground, without any objec- 
tion by government counsel. In fact, at the 
close of the case, trial counsel for both par- 
ties stipulated in open court that the sole 
issue presented to the court for adjudication 
was the new ground urged by the taxpayer. 
The Supreme Court further stressed the 
fact that “dismissal of the suit may be fol- 





* Supra, footnote 1. 
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lowed by a new claim for refund and an- 
other suit within the period of limitations,” 
This would seem to indicate, although it is 
not clear from the record, that the taxpayer 
in the Tucker case could have filed a timely 
new claim setting up the new ground for 
recovery. 


The average taxpayer cannot show a sim- 
ilar set of circumstances. In most cases, 
the taxpayer attempts to spell out a waiver 
from the fact that the Commissioner’s rep- 
resentatives examined the taxpayer’s books 
and records for the purpose of verifying 
the data contained in the claim for refund. 
That is not enough to establish waiver! As 
the Supreme Court emphasized in the An- 
gelus Milling Company case, waiver of de- 
fects in the claim for refund must be 
demonstrated by “unmistakable” proof. “It 
is not enough,” said the Court, “that in 
some roundabout way the facts supporting 
the claim may have reached him. The Com- 
missioner’s attention should have been fo- 
cussed on the merits of the particular 
dispute.” Furthermore, it is not sufficient, 
said the Court, “that somewhere under the 
Commissioner’s roof is the information 
which might enable him to pass on a claim 
for refund.” In short, it will not be as- 
sumed that the Commissioner acquired 
knowledge of facts not set out in the claim 
for refund as a mere incident of the Com- 
missioner’s examination of the taxpayer’s 
books and records. 


In the recent case of South Coast Corpora- 
tion v. Commissioner,’ the Tax Court stated: 


“The record before us establishes nothing 
more than that respondent’s representatives 
examined petitioner’s books and records for 
the purpose of verifying the data contained 
in the claim and amended claim. In filing 
the claim and amended claim, petitioner 
focused the respondent’s attention on the 
allegations, contained therein and there are 
no grounds for believing that respondent 
made any investigation other than that 
required to substantiate the material con- 
tained in the claims. It cannot be success- 
fully contended that respondent could make 
such an investigation only at the risk of 
waiving all rights to object to the introduc- 
tion in evidence of any and all material 
contained in the books and records. Cf. 
Angelus Milling Co. v. Commissioner [CCH 
Dee. tases, 4.9.‘ : 3: Se. 
Vica Co.” 





5 [CCH Dec. 15 698(M)] 6 TCM — (January 
31, 1947); aff'd [47-2 ustc {| 9307] CCA-5, July 
2, 1947. 
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And in the Vica Company case,* the Tax 
Court observed: “The fact that the Com- 
missioner was patient with the petitioner 
and had various conferences in an effort to 
obtain additional information does not show 
that the Commissioner waived the defects 
in this claim.” 


Importance of Claim 


The filing of a proper and timely claim 
for refund is important for four main rea- 
sons: 


(1) The statute forbids the Commissioner 
to make a credit or refund after the expira- 
tion of the period of limitation for the filing 
of a claim for refund." 

(2) The filing of a claim for refund is an 
absolute and indispensable prerequisite to a 


suit in court: for recovery of an overpay- 
ment of tax.® 


(3) Recovery can be had only upon the 
grounds specified in the refund claim.® 

(4) In a tax refund suit, the claimant may 
be confined to the facts and evidence em- 
bodied in his claim for refund or submitted 
to the Commissioner prior to rejection of 
his claim.” 

The obvious purpose in requiring the fil- 
ing of a claim for refund before instituting 
suit is to give the Commissioner notice of 
the nature of the claim, afford him an op- 
portunity to investigate its merits and per- 
mit him to take appropriate action without 
the delay and expense of litigation.™ 


Content of Claims 


The statutes will be searched in vain for 
any provisions prescribing the form and 
content of a refund claim. Congress has 
entrusted that function to the rule-making 
power of the Treasury Department. Thus, 
Section 3772(a)(1) of the Internal Revenue 
Code provides that no suit or proceeding 


® [CCH Dec. 14.695] 5 TC 535, 541 (1945) ; aff’d 
[47-1 ustc 7 9136] 159 F. (2d) 148 (CCA-9, 1947); 
cert. den. June 2, 1947. 

71. R. C. Section 322 (b) (1). 

81. R. C. Section 3772 (a) (1). 

* Regulations 111, Section 29.322-3; U. S. wv. 
Andrews [38-1 ustc f 9020], 302 U. S. 517 (1938). 

This is the crux of the doctrine of the 
Samara case, discussed infra, with which this 
article is principally concerned. 

1 Kales v. U. 8S. [40-2 ustc f 9748], 115 F. (2d) 
497 (CCA-6, 1940), aff’d [41-2 ustc { 9785] 314 
U. S. 186 (1941); Samara v. U. 8S. [42-2 ustc 
{ 9584], 129 F. (2d) 594 (CCA-2, 1942); aff’g 
{41-2 ustc § 9595] 39 F. Supp. 880 (DC N. Y., 
1941); Nichols v. U. 8., 7 Wall. 122, 130; Ronald 
Press Company v. Shea, Adm. [40-2 ustc { 9646], 
114 F, (2d) 453 (CCA-2, 1940). 


can.be maintained in any court for the re- 
covery of an overpayment of tax “until a 
claim for refund or credit has been duly 
filed with the Commissioner, according to 
the provisions of law in that regard, and 
the regulation of the Secretary in pursu- 
ance thereof.” 

One notable exception may be noted to 
the foregoing statement. In the special stat- 
ute * enacted after the invalidation of the 
Agricultural Adjustment Act of 1933 by the 
Supreme Court,” Congress expressly pro- 
vided, with respect to claims for refund of 
processing taxes and other AAA taxes, that 
“All evidence relied upon in support of such 
claim shall be clearly set forth under 


‘oath 714 


The statutory void has been filled by 
Treasury Regulations of long standing, 
which provide, with reference to the sub- 
stantive content of refund claims, as fol- 
lows: * 

“The claim must set forth in detail and 
under oath each ground upon which a re- 
fund is claimed, and facts sufficient to ap- 
prise the Commissioner of the exact basis 
thereof.” 


‘And further: * 


“The claim, together with appropriate 
supporting evidence, must be filed in the 
office of the collector for the district in 
which the tax was paid.” 

According to the Treasury Regulations, - 
therefore, three separate and distinct items 
are required to be included in the claim for 
refund—grounds, facts and: evidence. 


Grounds, Facts and Evidence 


At this point it is important to define and 
distinguish the three principal ingredients 
of a claim for refund. The distinction be- 
tween “grounds,” “facts” and “evidence” is 
not crystal clear from a reading of the 
Treasury Regulations and court decisions. 


Tax controversies, like all legal contro- 
versies, are not generated in a vacuum. 
They arise from certain acts, deeds or oc- 
currences. For example, A makes a loan 
to B and deducts the amount of the loan as 
a bad debt on his return. The Commis- 
sioner disallows the bad debt deduction and 
assesses an additional tax. The taxpayer 


2% Revenue Act of 1936, Title VII, Sections 
901-917. 


13 United States v. Butler [36-1 ustc { 9039], 
297 U. S. 1 (1936). 

14 Revenue Act of 1936, Section 903. 

% Regulations 111, Section 29.322-3. 

16 Regulations 111, Section 29.322-2. 
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pays the tax and then files a claim for re- 
fund. 


What are the facts on which A’s claim 
for refund is founded? A alleges the fol- 
lowing facts: On June 9, 1946, he lent 
$1,000 to B, who gave his promissory note, 
payable in two months. At maturity of the 
note, A presented B’s note for payment but 
it was dishonored and protested for non- 
payment. A instigated an investigation of 
B’s financial standing, which disclosed that 
B had no assets and was heavily indebted 
to others. B’s debt to A was uncollectible 
and worthless on December 31, 1946. On 
his return for the year 1946, A deducted 
the amount of the loan due from B as a bad 
debt. 


What is the ground on which A’s claim 
for refund is based? The Commissioner’s 
disallowance of the deduction claimed by 
A, arising from the loan that he made to B, 
which loan became uncollectible and worth- 
less in 1946." 


If A’s claim for refund is rejected, it in- 
dicates that the Commissioner may ques- 
tion the truth of the facts alleged by A in 
his claim, or desire to put A to his proof, 
or believe that upon the facts submitted to 
him, even if true, A is not entitled to a re- 
fund as a matter of law. 


How does A proceed to prove that the 
facts of his case are true? By evidence, 
oral or written. He may testify that he 
lent $1,000 in cash to B. He may produce 
the promissory note executed by B for the 
amount of the loan and show that the note 
was presented for payment, dishonored and 
protested. He may show correspondence 
evidencing that he demanded payment of 
_ the loan and that B acknowledged his in- 
ability to pay the same. He may call his 
investigator as a witness to testify, among 
other things, that B has disappeared with- 
out leaving any known assets and that there 
are numerous creditors with unpaid claims 
against B. 


On the basis of this illustration, it is pos- 
sible to frame simple, understandable defi- 
nitions of the three principal elements of a 
claim for refund. Facts are whatever 
actually happened or was done or existed.” 
Evidence includes all the means by which 
any matter of fact is established or dis- 
proved.” Grounds are the legal reasons 
why the claimant considers himself entitled 
to a refund. 


17 See I. R. C. Section 23 (k). 


1% Richardson on Evidence (5th ed.), Section 
6, p. 4. 
19 Ibid., Section 1, p. 1. 
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In many claims, the facts and grounds 
are frequently intertwined, the grounds of 
the claim being apparent from the recital 
of the facts. Very few claims_present al] 
the evidence upon which the taxpayer re- 
lies. Often it is impossible to furnish the 
evidence with the claim. For example, the 
basic fact in dispute may be the value of 
stock on a particular date. The taxpayer 
should, of course, set forth in his claim the 
value that he claims for the stock and such 
further facts as will tend to substantiate 
this value. At the trial of the case, how- 
ever, the taxpayer may attempt to establish 
the value of the stock by expert testimony 
or opinion evidence. Even if the taxpayer 
attached an affidavit of the expert to his 
claim for refund, it would not constitute 
proper legal evidence. The expert must 
testify in court, establish his qualifications, 
state his opinion and be subject to cross- 
examination. In the discussion that fol- 
lows, it is important to bear in mind the 
vital distinction between facts and evidence 
since these terms are frequently confused 
as though they were synonymous and inter- 
changeable. 


Grounds of Claim 


It is of the utmost importance that the 
refund claim set forth each and. every 
ground upon which recovery is claimed, for 
three reasons: 


(1) No refund or credit will be allowed 
by the Commissioner after the expiration 
of the statutory period of limitation for the 
filing of a claim for refund except upon 
one or more of the grounds set forth in a 
claim filed prior to the expiration of such 
period.” 


(2) A refund claim cannot be amended 
after the expiration of the statutory period 
of limitation to set up new grounds for 
recovery. unless it be clearly shown that 
the Commissioner has waived the require- 
ment of the regulations as to the particu- 
larity with which the grounds for refund 
are to be stated.™ 


(3) No recovery can be had in a suit for 
tax refund on grounds other than those 
stated in the claim for refund.” 


2 Regulations 111, Section 29.322-3. 

2U, 8. v. Andrews, supra; U. 8S. v. Garbutt 
Oil Company [38-1 ustc { 9021], 302 U. S. 528 
(1938). 

2U. 8. v. Felt &€ Tarrant Manufacturing Com- 
pany [2 ustc { 708], 283 U. S. 269 (1931); Real 
Estate-Land Title & Trust Company v. U. &. 
[40-1 ustc { 9184], 309 U. S. 13 (1940); Red Wing 
Malting Company v. Willcuts [1927 CCH { 7024], 
15 F. (2d) 626 (CCA-8, 1926). 
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It has been held that a taxpayer may 
state aS many grounds for refund as he 
wishes regardless of consistency, provided 
that facts on which the Commissioner may 
act are disclosed.* Accordingly, the safest 
and most advisable course is to set forth in 
the claim every possible ground for recov- 
ery that may be urged. 


Suppose a taxpayer fully sets -forth all 
the facts giving rise to his claim but. de- 
mands relief upon an erroneous ground or 
theory. Is his claim legally defective so 
that recovery will be barred? 


Such a situation was presented in the case 
of Wunderle v. McCaughn.* There, it was 
discovered upon the death of an employee, 
who had been in the service of the taxpayer 
for over forty-four years, that the em- 
ployee’s account was overdrawn $4,553.82. 
The taxpayer cancelled this debt and claimed 
a deduction for it. The Commissioner dis- 
allowed the deduction and assessed an ad- 
ditional tax. In his claim for refund, the 
taxpayer assigned as a ground for recovery 
the Commissioner’s disallowance of the 
“item of $4,553.82, representing a bad debt.” 
An affidavit attached to the claim recited 
all the essential facts, from which it was 
readily apparent that the proper ground for 
deducting the amount of the cancelled in- 
debtedness was that it constituted a bonus 
or additional compensation to the deceased 
employee and was an ordinary and neces- 
sary business expense of the taxpayer. The 
court held “that the fact that an erroneous 
legal theory is presented, or, more spe- 
cifically, that the deduction is claimed as a 
bad debt when it is really something else, 
does not destroy the legal sufficiency of the 
claim for refund” where all the facts and 
circumstances are set forth fully and in 
detail in the claim filed.* 


From a standpoint of equitable adminis- 
tration, the principle of this case is unas- 


sailably sound. If the Commissioner has 
been fully apprised of all the material facts 
in support of the claim for refund, why 
penalize the taxpayer for selecting the 
wrong section of the revenue act as the 
ground for relief? Certainly, the Commis- 
sioner is charged with knowledge of the 
internal revenue laws and with the duty to 


°% Kales v. U. 8., supra; Reynolds v. McMur- 
ray [35-2 ustc { 9381], 77 F. (2d) 740 (CCA-10, 
1935); Ferguson v. U. 8. [1933 CCH { 9282], 
2 F. Supp. 1012 (Ct. Cls. 1933). 
B.. [1929 CCH D-9293] 38 F. (2d) 258 (DC, 
>. 


77 A similar view was expressed in Warner v. 
Walsh [1927 CCH { 7255], 24 F. (2d) 449 (DC 
Conn., 1927). 


refund an overpayment. of tax.% Accord- 
ingly, if the facts of the case disclosed to 
the Commissioner justify a refund to the 
taxpayer, it should not be denied merely 
because the taxpayer “has placed his pre- 
scription for relief in an erroneous cap- 
sule.” * 


Unfortunately, the weight of authority 
appears to be contrary to the principle 
enunciated in Wunderle v. McCaughn. In 
the case of Real Estate-Land. Title & Trust 
Company v. U. S..* the issue centered on an 
abandoned title insurance plant. The tax- 
payer’s claim for refund was based solely 
on the ground that it was entitled to an 
allowance for obsolescence. At the trial, the 
taxpayer advanced the alternative conten- 
tion that it was entitled to a deduction for 
a loss arising from abandonment of the prop- 
erty. However, the Supreme Court ruled 
that “in the absence of a waiver by the 
Government ... or a proper amendment, 
petitioner is precluded in this suit from rest- 
ing its claim on another ground.” 

The recent case of Campau Realty Com- 
pany v. United States,” strikingly demon- 
strates the sharp conflict between equity and 


the formal requirements of refund claims. 


The taxpayer undisputably had a meritori- 
ous claim, but lost out because it asserted 
the wrong grounds in its claim. The tax- 
payer had purchased its own bonds direct 
from its bondholders at a discount of 
$105,600, which the Commissioner treated 
as taxable income. The taxpayer rested its 
claim for refund on two specific grounds: 
(1) there was no realization of income be- 
cause the shrinkage in the value of the prop- 
erty securing the bonds was greater than 
the reduction of the bonded indebtedness, 
and (2) none of the bonds were retired or 
cancelled during the taxable year. In its 
suit in court, however, the taxpayer con- 
tended that the amount of $105,600 rep- 
resented a forgiveness of indebtedness or 
a gift from the bondholders and, therefore, 
was not income under the authority of the 
American Dental Company case.” The court 
conceded that “in this position the plaintiff 
is apparently correct,” but nevertheless dis- 
missed the complaint, holding that the 
plaintiff-taxpayer could not sustain a recov- 


%T, R. C. Section 322 (a). 

27 See Philip Zimet, ‘‘Effect Upon Section 722 
and Refund Claims of Cases Like Blum Folding 
Paper Box Company,” in Proceedings of New 
York University Fourth Annual Institute on 
Federal Taxation (1946), pp. 861-864. 

% Supra, footnote 22. 

2 [47-1 ustc J 9124] 69 F. Supp. 133 (Ct. Cls., 
January 6, 1947). 

* [43-1 ustc { 9318] 318 U. S. 322 (1943). 
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ery on a new and different ground from 
those set forth in its claim for refund. Re- 
ferring to the Real Estate-Land Title & Trust 
Company decision, the court declared: “We 
confess that we think this rule holds the 
taxpayer to quite strict an account in pre- 
paring its claims for refund, but we have 
no option but to follow it.” ™ 

Until comparatively recently, tax practi- 
tioners were under the impression that a 
claim for refund was adequate if it pre- 
sented sufficient facts to apprise the Com- 
missioner of the grounds upon which the 
claim was based so that he could intelli- 
gently and expeditiously investigate and 
pass upon the merits of the taxpayer’s claim. 
While it was well recognized that a claim- 
ant could not maintain an action in court 
upon an entirely different and distinct 
ground from that presented to the Com- 
missioner, no one thought for a moment 
that the claimant would be confined in court 
to the same evidence as was submitted to 
the Commissioner prior to rejection of the 
claim. 

There was ample supporting authority for 
this view. For example, in Snead, Collector 
v. F. H. Elmore,™ it was said: “This does 
not mean that the claim for refund must 
have contained all the evidence or argu- 
ment that.is offered in the suit, but it must 
have indicated not only the amount claimed 
but the substantial grounds on which ille- 
gality is asserted and the general facts sup- 
porting the grounds, so that they may be 
fully investigated.” 

The faith reposed in this seemingly well- 
settled principle was shattered by the start- 
ling doctrine, announced in 1942 by the 
United States Circuit Court of Appeals for 
. the Second Circuit in Samara v. U. S.,” that 
a claimant would be confined not only to 
the grounds and facts set forth in his claim 
but also to the evidence presented to the 
Commissioner prior to rejection of the 
claim. 


Doctrine of Samara Case 


The conclusion reached in the Samara 
case was eminently fair; but the ratio de- 


30a Tt is interesting to note that six months 
later (July 7, 1947) the court withdrew its 
original opinion and decision in the Campau 
Realty Co. case and granted the taxpayer’s mo- 
tion for a new trial [47-2 ustc § 9355]. The 
eventual outcome of this case may tend to 
clarify the moot point discussed in the text. 

31 [3 ustc § 961] 59 F. (2d) 312 (CCA-5, 1932). 
See also.Paul Jones &€ Company v. Lucas [1 ustc 
424], 33 F. (2d) 907 (DC Ky., 1929); Fidelity 
& Columbia Trust Company v. Lucas [1925 CCH 
7119], 7 F. (2d) 146 (DC Ky., 1925). 

82 Supra, footnote 11. 
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cidendi, that is, the underlying principle or 
doctrine, has been stated in much broader 
language than the specific facts of the case 
warranted. 


The facts of the Samara case are essen- 
tially simple. The taxpayer sued for a re- 
fund of $264.91, which he had paid as com- 
pensating taxes upon importations of cotton 
under the Agricultural Adjustment Act of 
1933, invalidated by the Supreme Court in 
1936. The claim filed was palpably insuffi- 
cient in that it failed to furnish the infor- 
mation and margin data required by the 
Treasury Regulations and the printed in- 
structions on, the form. In addition to 
setting forth the several tax payments mak- 
ing up the amount claimed, the taxpayer 
alleged merely that he bore the burden of 
the tax, which statement was nothing more 
than a legal conclusion unsupported by any 
facts.* The Commissioner displayed ex- 
emplary patience with the taxpayer. He 
sent the taxpayer two letters pointing out 
the insufficiency of his claim and suggesting 
various types of evidence that he should 
submit to substantiate his claim. The tax- 
payer paid no heed to the Commissioner’s 
letters, and rejection of the claim inevitably 
followed. The taxpayer thereupon filed suit 
in the District Court, and the Commissioner 
moved for summary judgment. The lower 
court dismissed the complaint upon jurisdic- 
tional grounds; the Second Circuit Court, 
however, sustained the dismissal upon the 
merits. 


The legal question posed by these facts 
was whether the taxpayer, at the trial of 
the case, should be confined to proof of the 
facts and grounds presented to the Com- 
missioner prior to rejection of his claim. 
If so, dismissal of the complaint was proper 
inasmuch as the facts submitted by the tax- 
payer in support of his claim were grossly 
inadequate to make out a prima facie case. 


That this is the exact point decided by 
the Second Circuit Court in the Samara 
case, is evidenced by the following excerpt 
from Judge Swan’s opinion: 


“The court proceeding is intended only 
as a review of the Commissioner’s decision. 
Hence new grounds or facts in support of 
the claim should be submitted to the Com- 
missioner by a timely amendment to the 
claim for refund. ... New facts which the 
Commissioner has had no opportunity to pass 
upon cannot, in our opinion, be adduced at 
the trial. This is not to say that the tax- 
payer cannot get a fresh decision on any 


3% *‘General assertions and conclusions are not 
sufficient. Vica Company, supra. 
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disputed fact which was submitted—he may 
call the witnesses whose statements he set 
forth in his claim for refund— but he cannot 
use facts which he failed to disclose; that is 
he must not withhold part of his ammuni- 
tion until the trial. There is certainly -no 
hardship in applying such rule in the case 
at bar, for the plaintiff was repeatedly 
warned by the Commissioner’s letters.” 
(Italics supplied.) 


Unfortunately, elsewhere in its opinion 
the court has used unnecessarily broad lan- 
guage in framing the legal question or issue 
of the Samara case. At one point it said: 
“Whether the court will be confined to the 
same evidence as was presented to the Com- 
missioner is another question to be dis- 
cussed later.”** As shown in the above 
quotation from the court’s opinion, the pre- 
cise point actually decided by the court was 
much narrower. Specifically, the court 
ruled that a taxpayer would be precluded 
from offering evidence at the trial as to 
“new facts which the Commissioner has had 
no opportunity to pass upon” because they 
were not presented to him prior to rejec- 
tion of the claim. That, of course, is vastly 
different from saying that a claimant would 
be restricted “to the same evidence as was 
presented to the Commissioner” and barred 
from offering new evidence or additional 
evidence to prove facts and grounds pre- 
viously presented to the Commissioner in 
support of the claim. 


Flushed with its initial victory in the 
Samara case, the government has pushed its 
claims to new outposts and more extreme 


positions. It has stood intransigently upon 
the extreme contention that a claimant 
should be precluded from offering evidence 
in court as to any matter unless the identi- 
cal evidence was presented to the Commis- 
sioner prior to rejection of the claim. It 
has maintained that when a taxpayer sues 
on his claim in court, he is not entitled to 
a trial de novo, but merely to a review of 
the Commissioner’s determination in the 
light of the evidence presented to the Com- 
missioner prior to rejection of the claim. 
It has resisted the introduction of rebuttal 
evidence offered by the claimant to refute, 
explain or overcome doubts cast upon the 


* Later in its opinion, the court again framed 
the issue as follows: ‘‘Upon the trial of his 
action the question will arise whether he [the 
claimant] is limited to the evidence presented 
to the Commissioner.’’ In Louis F. Hall € Com- 
pany, Inc. v. U. 8. [45-1 uste { 9236], 148 F. 
(2d) 274 (1945), the Second Circuit Court cited 
the Samara case in holding ‘‘that the evidence 
admissible at the trial was confined to that 
presented to the Commissioner.”’ 


claimant’s affirmative case through facts 
elicited by government counsel on cross- 
examination, or otherwise. Finally, it has 
sought to extend the application of the rule - 
of the Samara case to other cases, in addi- 
tion to those involving processing tax re- 
fund claims, such as applications for relief 
from excess profits taxes under Section 722. 


Other courts dealing with the same prob- 
lem posed by the Samara case, have reached 
a diametrically opposite conclusion to that 
enunciated by the Circuit Court of Appeals 
for the Second Circuit. Thus, ten days be- 
fore the Samara case was decided, the Cir- 
cuit Court of Appeals for the Third Circuit 
stated, in Bethlehem Baking Company v. 
oO. 3 


s““While it is the duty of a claimant to 
present a formal claim and to endeavor by 
sufficient proof to satisfy the Commissioner 
as to its merit, he should not be barred from 
presenting further evidence in support of 
the same claim in a suit for refund after 
rejection by the Commissioner.” 


For a time, however, the tide seemed to 
be running strongly against the taxpayer. 
The Second Circuit Court expressly dis- 
approved the holding of the Third Circuit 
Court in Bethlehem Baking Company, and 
in 1945 it dismissed three complaints in tax 
refund suits.™ 


The Tax Court elected to follow the rule 
of the Samara case. In 1945, it dismissed 
petitions in four cases—three for refunds of 
processing taxes,” and the fourth an appli- 
cation for relief under Section 722 of the 
excess profits tax law.™ 


The Blum Folding Paper Box Company 
case * would not merit special attention but 
for the fact that it was the first Section 722 
case in which the Commissioner invoked 


85 [42-2 ustc { 9563] 129 F. (2d) 490 (CCA-3, 
1942). See also Hutzler Brothers v. U. 8. [40-2 
ustc J 9563], 33 F. Supp. 801 (DC Md., 1940); 
Bullock’s, Inc. v. U. 8. [42-1 usrc { 9303], 43 F. 
Supp. 861 (DC Cal., 1941); Ney et al. v. U. SB. 
[40-2 ustc { 9529], 33 F. Supp. 554 (DC Va., 
1940); Bricker Baking Company v. Rothensies 
et al. [42-2 ustc { 9665], 46 F. Supp. 742 (DC 
Pa., 1942). 

% Louis F. Hall & Company, Inc. v. U. S&., 
supra; London Weatherproofs, Inc. v. U. 8. 
[45-1 ustc {] 9237], 148 F. (2d) 340 (CCA-2, 1945); 
David Usdan et al., Exr’s v. U. 8. [45-1 ustc 
| 9238], 148 F. (2d) 341 (CCA-2, 1945). 


31 Athens Roller Mills [CCH Dec. 14,339(M)], 
4 TCM 62 (1945); Cherokee Textile Mills [CCH 
Dec. 14,589], 5 TC 175 (1945); Vica Company, 
supra. 


% Blum Folding Paper Box Company v. Com- 


missioner [CCH Dec. 14,395], 4 TC 795 (1945). 
9 Ibid. 
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the doctrine of the Samara case. The tax- 
payer filed a skeleton claim for relief under 
Section 722 without furnishing any state- 
ment of reconstructed earnings or other sup- 
porting factual information called: for by 
the schedules in the claim. Granted two 
extensions of time within which to furnish 
the required information, the taxpayer did 
not come forward with the supporting state- 
ment of facts until the day of trial. Fol- 
lowing the precedent set in the Samara case, 
the Tax Court granted the Commissioner’s 
motion to dismiss the proceeding, saying: 


“The taxpayer may not, as here, file a 
superficial claim, leaving the Commissioner 
in ignorance of the possible factual support 
for the claim, and then, after the resulting 
disallowance, come forward for the first 
time with the supporting statement of facts. 
That information is not a part of the appli- 
cation and consideration of it is beyond 
the scope of review by the Tax Court.” 


Frank Company v. U. S.,” a floor-stocks 
tax refund case decided by the Court of 
Claims in 1945, is also cast in the same fact- 
ual pattern as the Samara case. Dismissal 


of the suit was inescapably foreshadowed 
by the taxpayer’s failure to submit detailed 
facts and figures in support of its claim and 
its deliberate disregard of the Commission- 
er’s repeated requests for such information. 


What makes the Frank case distinctive 
is the rationale of the decision. For the first 
time, the rule of the Samara case was placed 
on a sound rational basis and the extreme 
contentions of the government were prop- 
erly rebuffed. As in the Samara case, the 
court ruled that a taxpayer who failed or 
refused to submit to the Commissioner de- 
tailed evidence in support of the grounds 
‘and general allegations of its claim for re- 
fund, would not be permitted to offer such 
evidence at the trial of the case. How- 
ever, once the taxpayer has made “a sub- 
stantial showing before the Commissioner,” 
he will “not be limited solely to the record 
and evidence set forth in the refund claim 
or submitted to the Commissioner in sup- 
port of such claim, or solely to questions 
of law arising on the record before the 
Commissioner.” The court pointed out that 
“the statute does not indicate an intent or 
purpose to depart from the general rule in 
suits for the recovery of overpayments of 
taxes,” and that “the taxpayer may offer 
and submit further and additional evidence 
to show that the Commissioner’s decision 
was erroneous on the facts or the law and 
that he is entitled to a refund of the over- 


# [45-2 ustc { 9437] 62 F. Supp. 860. 
992 


payment claimed.” Flatly rejecting the 
government’s contention that the role of 
the court is limited to a bare review of the 
record made by the taxpayer before the 
Commissioner, the court unequivocally de- 
clared that “In a suit upon rejection of the 
claim the case must be tried de novo,” for 
the compelling reason that “There is no 
provision in the statute for the record be- 
fore the Commissioner to come before the 
courts.” The court disagreed with the 
Commissioner’s sweeping contention that 
“Congress . intended to impose as a 
condition to the consideration and allow- 
ance of a refund by the Commissioner or 
the courts the technical requirement that 
all the evidence that could or would be ad- 
missible and considered must be submitted 
and filed with and. at the time of the filing 
of the refund claim.” These are a few dis- 
tillations of Judge Littleton’s luminous and 
penetrating opinion in the Frank case, which 
sets reasonable bounds to the broad sweep 
of the Samara doctrine contended for by 
the government. 


Of significance in every one of the cases 
we have considered thus far in which the 
taxpayer was precluded by the court from 
offering evidence not previously presented 
to the Commissioner, is that the claim for 
refund was grossly inadequate or insuff- 
cient on its face or that the claimant 
willfully disregarded the Commissioner’s re- 
peated requests for additional information 
in support of the claim and deliberately 
withheld from the Commissioner informa- 
tion -essential to a fair consideration of the 
claim on the merits, or attempted to intro- 
duce evidence based on new and different 
grounds from those set forth in the claim 
for refund. In extreme cases of this kind, 
the harshness of the result can perhaps be 
justified by the glaring insufficiency of the 
claims filed and the claimant’s flagrant dis- 
regard of the Commissioner’s regulations 
and requests for additional information. 


Suppose, on the other hand, that a claim- 
ant has filed a substantial, informative claim 
for refund, which apprises the Commis- 
sioner of the material facts and grounds 
upon which the claim is based. Will the 
court limit such a claimant to the identical 
evidence that he submitted to the Commis- 
sioner prior to rejection of the claim? How 
stringently will the court apply the drastic 
preclusionary rule of the Samara case? 


“1 The Board of Tax Appeals long held that a 
proceeding before it was a trial de novo. See 
E. J. Barry (CCH Dec. 68], 1 BTA 156, 157 
(1924); Wisconsin Butter & Cheese Company 
[CCH Dec. 3568], 10 BTA 852, 854 (1928). 
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We must bear in mind that the doctrine 
of the Samara case is still in a state of flux 
and development. The courts probably will 
have to wrestle with a good many more 
cases, especially those with less aggravated 
patterns of factual concealment than in the 
Samara case, before the final metes and 
bounds of the doctrine may be settled. 
However, two recent Tax Court decisions 
are strongly indicative of the direction in 
which the courts seem to be moving. 


Liberalization of Samara Doctrine 


East Texas Motor Freight Lines v. Com- 
missioner® is the first excess profits tax 
case in which the Tax Court granted relief 
to a taxpayer upon an application filed un- 
der Section 722 of the Internal Revenue 
Code. In the successful outcome of the 
case, the taxpayer was greatly aided by 
Judge Black’s liberal rulings on the admis- 
sibility of evidence, which the government 
sought to exclude under the rule of the 
Blum Folding Paper Box Company decision. 


The liberality of the court’s evidentiary 
rulings is manifest from the following: 


(1) The taxpayer was permitted to intro- 
duce at the trial additional evidence of its 
qualification for relief under Section 722 
(b)(4), even though the facts relating to 
the qualifying change in the character of 
the taxpayer’s business had not been pre- 
sented in the application for relief. 


(2) The taxpayer was permitted to intro- 
duce evidence laying the foundation for an 
entirely new reconstruction of normal earn- 
ings. This reconstruction was completely 
different in method and amount from the 
reconstruction contained in the taxpayer’s 
application for relief, the latter having been 
abandoned as worthless at the trial because 
it was based almost entirely on post-1939 
earnings. 


(3) Holding that the proceeding before 
it was a trial de novo, the Tax Court de- 
clined to limit its consideration of the case 
to a bare review of the Commissioner’s 
determination on the basis of the record 
made by the taxpayer before the Commis- 
sioner prior to rejection of the application. 


These evidentiary rulings are not dis- 
cussed in the published decision and opin- 
ion of the East Texas case because Judge 
Black overruled the government’s objec- 
tions to the admission of the evidence dur- 
ing the course of the trial. However, the 
record and the briefs show that govern- 


“ [CCH Dec. 15,333] 7 TC 579 (1946). 


ment counsel unsuccessfully urged the Blum 
Folding Paper Box Company case as author- 
ity for excluding the evidence in question. 
We are greatly indebted to the government 
attorney who tried the East Texas case for 
bringing to the attention of the bar these 
important evidentiary rulings, which other- 
wise would have passed unnoticed.* 


South Coast Corporation Case 


In South Coast Corporation v. Commis- 
sioner,“ a processing tax case decided by 
the Tax Court on January 31 of this year, 
the taxpayer ran full blast into the Samara 
rule, and was confronted with all the ex- 
treme contentions that the government 
urged on the strength of the Samara, Blum 
Folding Paper Box Company and kindred 
cases. 


The South Coast case differed from cases 
like the Samara case in a very important 
respect: The refund claim filed in the South 
Coast case was full and complete in every 
detail. All the required schedules were 
filled in, including the schedules setting 
forth the average margins realized by the 
taxpayer during the statutory tax period 
and the period before and after the impo- 
sition of the tax. The determination of 
“gross sales value” and “cost of commod- 
ity,” the two basic factors in the statutory 
margin comparison, was shown in detailed 
schedules attached to the claim. In addi- 
tion, it was shown that the Commissioner’s 
representatives had made repeated and ex- 
tensive investigations of the taxpayer’s re- 
fund claim and had been given full access 
to the taxpayer’s books, records, invoices, 
correspondence, etc. It was further shown 
that during the progress of negotiations 
with Bureau representatives, the taxpayer 
had submitted to them numerous detailed 
schedules. In short, the claim filed by the 
South Coast Corporation was not skele- 
tonized, incomplete and inadequate, as in 
the Samara and related cases, and was, in 
fact, supplemented by a great mass of de- 
tailed information submitted by the tax- 
payer to the Commissioner’s representatives 
prior to rejection of the claim. 

On this showing, a motion for summary 
judgment was clearly untenable. The foun- 
dation of the taxpayer’s affirmative case 
was the margin comparison set forth in its 
claim for refund. This margin comparison 


See article by Jacquin D. Bierman, ‘First 
Allowance of Section 722 Relief,’’ in the Septem- 
ber, 1946 issue of The New York Certified Public 
Accountant. 

4 Supra, footnote 5. 
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showed that the taxpayer had sold its re- 
fined sugar during the statutory “tax pe- 
riod” when the processing tax was in effect, 
at a lower average “margin” or gross profit 
than during the twenty-four months before 
the imposition of the processing tax or 
during the months following the invalida- 
tion of the processing tax. Upon the basis 
of such a margin showing, the statute* 
created the presumption that the taxpayer 
bore the burden of the tax, which was a 
prerequisite to recovery. 


At the trial of the case, the government 
did not call a single witness of its own. It 
did not offer any counter-margin compu- 
tation of its own. It sought to demolish 
the taxpayer’s affirmative case by cross- 
examination of the taxpayer’s witnesses, On 
cross-examination, its main efforts were di- 
rected toward establishing that the taxpay- 
er’s margin comparison was erroneously 
computed and that the taxpayer, in common 
with other members of the sugar industry, 
had increased the price of its sugar, imme- 
diately after the effective date of the pro- 
cessing tax, by substantially the amount of 
the tax.® 


To meet the attacks of the government 
on its affirmative case, the taxpayer offered 
a great deal of evidence purporting to show 
that its margin comparison was correctly 
computed, and that even if the taxpayer 
initially had tried to pass on the tax, its 
efforts had been wholly unsuccessful; in 
fact, the taxpayer could not maintain its 
initial price increase and had to lower its 
prices during the tax period. 


The taxpayer contended that this evi- 
dence was admissible as “rebuttal evidence” 
to overcome, disprove and repel the doubts 
cast by the government upon the taxpayer’s 
affirmative case and the inferences and con- 
tentions urged by the government for the 
first time at the trial. The government 
strenuously opposed the admission of the 
proffered evidence, as “rebuttal evidence” 
or otherwise, on the ground it had not been 
submitted to the Commissioner prior to re- 
jection of the claim. It stood foursquare 
on the Samara rule, undiluted by any re- 
finements or exceptions. The court reserved 
decision on these evidentiary questions and 
announced its rulings in the published de- 
cision and opinion. 





Revenue Act of 1936, Section 907 (a). 


“ The fact of the price increase was adduced 
to rebut the statutory presumption of tax 
absorption arising from the taxpayer's favor- 
able margin showing. Revenue Act of 1936, 
Section 907 (e). 
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Although the court finally excluded a 
great deal of the challenged evidence offered 
by the taxpayer, the court’s pronouncements 
in the South Coast case, on the whole, must 
be viewed as a further relaxation and lib- 
eralization of the tight and narrow doctrine 
of the Samara case for which the govern- 
ment vigorously contended. As in many 
fields, progress is made slowly, haltingly, 
and in piecemeal fashion. 


First of all, the court definitely rejected 
the government’s sweeping contention that 
at the trial of a case, a claimant is restricted 
to the “identical evidence” presented to the 
Commissioner prior to rejection of the 
claim. A claimant may adduce any evi- 
dence to prove his case, provided such 
evidence relates to “facts or grounds” pre- 
viously submitted to the Commissioner. It 
was stated by the court: 


“In proceedings of the type here before 
us the petitioner is limited to proof of facts 
or grounds which had been submitted to the 
Commissioner in support of its claim and 
prior to the disallowance thereof. This 
does not mean that petitioner is here re- 
stricted to the identical evidence presented 
to the Commissioner, but rather that peti- 
tioner may not now offer evidence of addi- 
tional facts or new facts on which the 
Commissioner has not had the opportunity 
to pass.” 


On the question of the admissibility of 
rebuttal evidence, a crucial point in the case, 
the court sustained the taxpayer’s position. 
But for that, the taxpayer’s margin compu- 
tation, one of the chief bulwarks of its case, 
would have been stricken as fatally defective. 


To understand this point, it is necessary 
to bear in mind a few simple agricultural 
facts. Sugar cane is not a one-year crop. 
In the Louisiana area, cane is planted in 
August and September of one year, culti- 
vated in the spring of the following year, 
and harvested in the fall of the second year. 
The first cutting is called “plant cane.” 
Thereafter, the stubble is permitted to grow 
again and during the succeeding two or 
three years there are additional cuttings of 
the so-called “stubble cane.” 


In accordance with the consistent ac- 
counting practice followed by the taxpayer, 
ali initial planting and cultivating costs 
were charged on the taxpayer’s books to 
the first year’s crop, without allocating or 
deferring any part of such costs to the 
“stubble cane” harvested in subsequent 
years. The taxpayer’s margin computation 
was prepared on the same basis. At the 
trial, the government contended that the 
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taxpayer’s method of computing the cost of 
its sugar cane was erroneous, and cited as 
authority Edward J. Gay Planting & Manu- 
facturing Company v. Commissioner," a case 
decided by the Tax Court and affirmed by the 
Fifth Circuit Court months later, that is, 
after the Commissioner had rejected the 
taxpayer’s claim for refund. 


To repel this assault upon the accuracy 
of its margin computation, the taxpayer 
offered evidence purporting to show that 
there was no material difference between 
the cost of the cane computed under the 
taxpayer’s method and the cost of the cane 
computed by spreading part of the initial 
planting and cultivating costs over subse- 
quent years when “stubble cane” was har- 
vested, in accordance with the method of 
allocation approved in the Gay Planting case. 
This offer was met by the usual objection 
on the part of the government—the Samara 
rule! Overruling the government’s objec- 
tion, the court said: 


“Respondent asserts that this evidence is 
not admissible because it was not offered 
to respondent prior to rejection of the claim. 
We cannot agree with respondent’s con- 
tention and hold this allocation evidence to 
be admissible. This evidence is not offered 
to set up any new facts or grounds as a 
basis for recovery on the claim, but to sub- 
stantiate as substantially correct the cost 
figures used by it in calculating the margin 
computations which were submitted to the 
respondent. This evidence proves that the 
cost-of-commodity figures used in petition- 
er’s margin computation are not so erro- 
neous as to give a distorted picture of the 
cost of petitioner’s commodity. We think 
that the allocated cost figures establish that 
the unallocated figures submitted by peti- 
tioner are a reasonably correct statement 
of the actual cost of the commodity proc- 
essed by petitioner within the meaning of 
Section 907(b)(5). It’ is common knowl- 
edge that there is wide variance in account- 
ing practices and that ‘cost’ may be 
determined by various methods, all reach- 
ing substantially the same result. Peti- 
tioner has long followed its method of not 
allocating initial planting and cultivating 
costs in determining its costs and appar- 
ently has found the method to be com- 
pletely satisfactory. The fact that there is 
so little variance in the cost data under the 
unallocated and allocated methods shows 
that petitioner was justified in using the 





“(CCH Dec. 13,527(M)] 2 TCM 857 (1943); 


ro [44-2 ustc { 9375] 143 F. (2d) 452 (CCA-5, 





unallocated method. We may accept the 
corrected book cost figures submitted by 
petitioner at the hearing of this cause as 
being an accurate statement of petitioner’s 
‘cost of commodity,’ and substantially the 
same ‘cost of commodity’ used in the mar- 
gin computations submitted to respondent.” 


This ruling is of interest to accountants 
and lawyers alike. Accountants will be 
pleased to note the highly enlightened atti- 
tude of the court toward different methoas 
of cost accounting. Lawyers will find reas- 
surance in the ruling that the right of a 
litigant to offer rebuttal evidence will not 
be barred under a strained construction of 
the Samara doctrine. 


Critique 


In the Samara case, the government tried 
to persuade the court to accept a novel and 
drastic preclusionary rule of evidence. Un- 
fortunately, the Samara case, so far as the 
taxpayer was concerned, was pitifully weak, 
with all the equities heavily weighted in 
favor of the government. The harsh result 
gives point to the familiar maxim that “hard 
cases make hard law.” 


Fortunately, in the process of judicial evo- 
lution, the extreme doctrine of the Samara 
case has been cut to proper size. The Frank 
and South Coast Corporation decisions, among 
others discussed here, make it clear that a 
taxpayer will not be “restricted to the iden- 
tical evidence presented to the Commis- 
sioner,” but will not be permitted to “offer 
evidence of additional facts or new facts 
on which the Commissioner has not had 
the opportunity to pass.” 


Tested by fundamental principles of jus- 
tice and the necessities of administrative 
practice, this modified and more limited 
version of the Samara doctrine can be prop- 
erly defended on sound, rational grounds. 
A taxpayer should present to the Commis- 
sioner the grounds and supporting facts on 
which his claim for refund rests, for two 
compelling reasons: 


(1) The basic scheme and purpose of the 
refunding provisions of the statute, as well 
as the Treasury Regulations, are to give 
the Commissioner an opportunity to inves- 
tigate the merits of the claim without un- 
necessary delay and expense and to act on 
the claim before suit is instituted* Obvi- 
ously, the Commissioner cannot do that if 
he is kept in the dark by the taxpayer as 
to the factual basis of the claim. The Com- 





See cases cited at footnote 11, supra. 
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missioner should not be required to make a 
general, fishing investigation of the tax- 
payer’s books and records in order to dis- 
cover the grounds and facts in support of 
the claim, not revealed by the taxpayer in 
the first instance. 


(2) If the claim is removed from the 
arena of administrative action to the courts, 
the Commissioner should not be unfairly 
surprised. When the Commissioner comes 
into court to defend the government’s inter- 
est against the refund claims asserted by 
the taxpayer, he should not be confronted, 
for the first time, with evidence as to new 
grounds or new facts which he has had no 
opportunity to investigate or verify. 


On the other hand, once the taxpayer has 
submitted to the Commissioner all the es- 
sential grounds and facts in support of his 
claim, there is no sound reason why he 
should also be required to present all his 
evidence to the Commissioner prior to re- 
jection of the claim. For one matter, the 
burden of proving and establishing, by 
proper and competent evidence, that he is 
entitled to a refund, rests upon the taxpayer. 
That this is an onerous task is attested by 
the legion of cases in which taxpayers have 
failed to obtain recoveries for failure of 
proof. Furthermore, the Commissioner can- 
not possibly be taken by surprise if he has 
been fully informed of the grounds and 
facts claimed by the taxpayer and has fol- 
lowed this up with the usual field examina- 
tion of the taxpayer’s books and records to 
verify the merits of the claim. The Com- 
missioners’ objection to the admission of 
evidence offered by the claimant (which is 
otherwise competent, relevant and material) 
should be sustained only on the plea of 
surprise—that is, when the proffered evi- 
dence pertains to new facts or new grounds 
which were not previously presented to the 
Commissioner and which he had no oppor- 
tunity to investigate and verify before com- 
ing into court. 


A different situation obtains with respect 
to rebuttal evidence offered by the taxpayer. 
Here, it is the Commissioner who has ad- 
duced new matters during the trial, in an 
attempt to undermine and discredit the tax- 
payer’s affirmative case in support of the 
claim. In a great many cases the Commis- 
sioner does this without calling a single 
witness of his own relying merely on cross- 
examination of the taxpayer’s witnesses to 
bring out apparent contradictions, weak- 
nesses and flaws in the taxpayer’s proof. 
The taxpayer should be accorded an equal 






opportunity to answer and refute the eyi- 
dence elicited by the Commissioner on 
cross-examination or introduced through his 
own witnesses. The South Coast Corpora. 
tion case indicates that the courts will rec- 
ognize the inherent right of a taxpayer to 
offer rebuttal evidence to explain, repel and 
disprove the doubts cast by the government 
on the taxpayer’s affirmative case, even 
though such rebuttal evidence has never 
been presented to the Commissioner prior 
to rejection of the claim. In ruling upon 
the admissibility of rebuttal evidence, the 
trial court is vested with considerable dis- 
cretion; however, the improper refusal to 
receive rebuttal evidence constitutes reversi- 
ble error.® 


Conclusion 


The possible preclusion of evidence is 
not a serious problem in the average tax 
refund case, where the grounds and facts 
are relatively simple and the taxpayer has 
made a susbtantial effort to set them forth 
in his claim for refund. The problem as- 
sumes serious proportions in those cases 
where the claim rests upon a complex set 
of facts, involving reference to economic, 
historical and accounting data of consider- 
able complexity, such as claims for refund 
of processing taxes and applications for 
relief under Section 722. Other areas of 
the tax law where the problem may possibly 
arise are Section 45 (allocation of income 
and deductions between related taxpayers 
controlled by the same interests), Section 
102 (surtax on corporations improperly ac- 
cumulating surplus) and Section 112 (reor- 
ganizations), all of which frequently involve 
complex factual situations. The problem is, 
of course, an ever-present cause of concern 
in any refund claim where the taxpayer 
withholds material grounds and facts from 
the Commissioner. 


A claimant who pursues a policy of con- 
cealment and nondisclosure in the presenta- 
tion of his claim for refund runs the risk 
of having his evidence excluded upon objec- 
tion by the Commissioner. He can expect 
little tenderness or consideration from the 
courts unless he demonstrates good faith, 
candor and cooperation in making available 
to the Commissioner the material facts upon 
which his claim rests. 


[The End] 


# Charles D. Hamel, Practice and Evidence 
Before the U. S. Board of Tax Appeals (1938), 
p. 345. 
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INSURANCE 
Not Includable 


By ELI E. FINK 


in the Insured’s Estate 


“TO WHOM SHOULD THE PROCEEDS BE MADE 
PAYABLE?” ASKS THE AUTHOR, A CHICAGO 
ATTORNEY WITH ADCOCK, FINK AND MAY 


\ 7 HEN BENJAMIN FRANKLIN 

wrote about the uncertainty of every- 
thing in this world but death and taxes, he 
probably did not envision many of the 
problems which arise today upon the con- 
currence of those two certainties, at least 
for people of means. If one’s estate will not 
have sufficient cash or marketable securities 
to pay the federal and state death duties 
and if it is undesirable to liquidate adequate 
assets of the estate to pay such taxes, the 
best solution appears to be the purchase of 
life insurance. The objective, however, is 
to prevent the proceeds of such insurance 
from being included in the insured’s estate 
for tax purposes. This can be done only 
by having the premiums paid and the inci- 
dents of ownership held by someone other 
than the insured.’ 


If the decedent’s wife or adult children? 
are financially able to pay the premiums out 
of their own property, many questions arise 
in regard to the manner of providing for the 
payment of the estate-taxes with the insur- 
ance proceeds. The simplest method is to 
have the proceeds made payable to the 
wife.” Upon the death of her husband, she 
can either lend the insurance proceeds to 
the administrators or executors of her hus- 
band’s estate to enable them to pay the 
taxes, or purchase assets from her husband’s 
estate and thereby make cash available to 





? Regulations 105, Section 81.27. 

*The estate of minor children probably can- 
not be used to pay insurance premiums on the 
life of a parent. 

5 For simplicity, the insured’s wife is referred 
to in this discussion as the person who owns the 
policy and pays the premiums out of her own 
property. 


Insurance Not Includable in the Insured’s 


the estate for the payment of the taxes. The 
principal weakness of that plan is that the 
wife, upon receipt of the insurance proceeds, 
may be advised by well-meaning, but ill- 
informed, relatives and friends not to throw 
good money into a seemingly involved es- 
tate. If such advice is followed, the plan 
and intentions of her husband and his ad- 
visers will be frustrated. 


Another predicament, often overlooked, 
arises when a wife who owns the policy, 
pays the premiums and is the beneficiary 
predeceases her husband. To whom will the 
incidents of ownership descend? Who will 
pay the premiums thereafter? To whom 
will the proceeds be made payable? 


Because of the very real possibility that 
the wife, if the proceeds are made payable 
to her, may not use them for the intended 
purpose, the proceeds are commonly made 
payable to a trust created by the wife for 
that purpose.‘ The trustees are the same 
persons designated for the same office under 
the husband’s will. Any reference to the 
fact that the insurance proceeds may be used 
directly or indirectly to pay the husband’s 
estate taxes is scrupulously avoided, but 
the trustees are granted broad powers to 
lend the insurance proceeds to the husband’s 
estate and to purchase assets from his estate. 
The beneficiaries are the normal objects 
of the wife’s affection, usually herself and 
her children, the provisions of the husband’s 
will frequently being followed closely. The 
customary provisions of living trusts are 
inserted. This discussion assumes that no 





*See Gurnett v. Mutual Life Insurance Com- 
pany, 356 Ill. 612, which upholds the validity 
of a revocable life insurance trust against credi- 
tors of the insured. 
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assets are deposited by the wife in the trust 
to pay the premiums; but this can be done, 
a gift tax being payable ii the trust is irre- 
vocable. 

The principal problem in preparing the 
life insurance trust is to determine whether 
it should be revocable or irrevocable. The 
distinction between the irrevocability of the 
trust and the right to change the beneficiary 
under the insurance policy must always be 
kept in mind. The trust may be made irrev- 
ocable by its terms; but if the trust agree- 
ment and the insurance policy clearly 
reserve to the wife, as settlor under the 
trust agreement and as applicant-owner 
under the policy, the right to change the 
beneficiary, she may undoubtedly, at any 
time, change the beneficiary from the trust 
to anyone else. Thus, the irrevocability of 
the trust becomes illusory.* 


If settlor-wife does not reserve in the trust 
agreement providing for irrevocability the 
right to change the beneficiary under the 
insurance policies, or expressly surrenders 
that right, when the policies reserve that 
right to her, the situation is ambiguous. It 
would probably be held that the insurance 
company had actual or constructive notice 
of the provisions of the trust agreement 
and that by reading the trust agreement 
with the policy, the apparent intention of 
the wife was to surrender her right to 
change the beneficiary. Therefore, if the 
wife desires to retain the right to change 
the beneficiary under the policy, this inten- 
tion should be expressly declared in the 
trust agreement and in the insurance policy. 


But is it wise to create an arrangement 
which will be irrevocable rather than rev- 
ocable? An irrevocable arrangement is a 
trust agreement which cannot be revoked 
or amended by the wife-settlor and an insur- 
ance policy assigned to the trustees under 
which the trustees are irrevocably named 
as the beneficiaries. ‘There are two prin- 
cipal objections to such a pian. The first is 
that all premiums paid by the wife will be 
subject to the gift tax* and the annual ex- 
clusion will not apply because they will be 





529 American Jurisprudence 983. Silbert v. 
Equitable Life Assurance Society, 314 Mass. 406, 
50 N. E. (2d) 57 (dictum). 


*See Mahony v. Crocker, 56 Cal. App. (2d) 
196 (1943), where the trust agreement was ir- 
revocable and the right to change the benefi- 
ciary was waived. It was held that the bene- 
ficiary could not be changed. 

TA recent case indicates that if the wife is 
also a beneficiary under the trust, her premium 
payments will not be construed as gifts: Selig- 
man {CCH Dec. 15,966], 9 TC —, No. 31. 





considered gifts of future interests.’ The 
gift tax may be avoided by having the wife 
make loans equal to the amount of the pre- 
miums to the trustees, who, in turn, will 
pay the premiums. Such loans, however, 
will usually be repayable out of the insur- 
ance proceeds, and thereby the money 
available to pay the estate taxes will be 
reduced. The second, and perhaps more 
important, objection to an irrevocable plan 
lies in its inflexibility. In view of the un- 
certainties of the future, a Procrustean 
arrangement cannot be recommended, espe- 
cially for younger people. 


Existing Policies 


Should existing insurance policies owned 
by the wife be assigned to an irrevocable 
trust, the wife will be subject to another 
gift tax equal to the interpolated terminal 
reserve of the policy and not merely to its 
cash value.® The policy should not be sold 
to the trustees in order to avoid the gift 
tax; the trustees as transferee for a valuable 
consideration, would then be obliged to pay 
an income tax on the difference between the 
amount of the proceeds and the purchase 
price.” 

Among other advantages of an irrevocable 
trust, which will become apparent in con- 
sidering the disadvantages of a revocable 
trust, is the creation of a new entity for 
income taxation, with the possibility of mul- 
tiple trusts for the beneficiaries, thus reduc- 
ing income taxes to the family unit after 
the insured’s death. 


Under a revocable arrangement the wife 
carefully reserves the right to change the 
beneficiary under the insurance policy; this 
being done, the trust agreement itself be- 
comes revocable in fact, even though it may 
provide otherwise. Consequently, confusion 
should be avoided by making the trust rev- 
ocable also by its express terms. This will 
allow for the maximum of flexibility and 
avoid the payment of a gift tax on the pre- 
miums or the transfer of any existing poli- 
cies to the trust. But other serious problems 
raise their ugly heads. One obvious result 
of complete revocability is that the wife, 
immediately after her husband’s death, may 
revoke the trust and require the trustees 
(of whom she is probably one) to turn over 





8 Bolton [CCH Dec. 13,015], 1 TC 717. (But 
note suggestion that it might be possible to pay 
the premium in such a manner as to constitute a 
present gift.) Cf. A. A. Frank [CCH Dec. 
14,227(M)], 3 TCM 1180. 

® Regulations 108, Section 86.19 (i). 


%® Regulations 111, Section 29.22(b) (2)-3. 
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the insurance proceeds to her and thereby 
defeat the entire plan. To meet that con- 
tingency, the trust agreement could be made 
irrevocable simultaneously with the hus- 
band’s death. Such a provision, however, 
would subject the wife to a gift tax meas- 
ured by the proceeds of the policy upon the 
husband’s death." The gift tax could be 
substantial and might require the wife to 
renounce her husband’s will in order to ob- 
tain the cash necessary to pay the tax, and 
in that way would frustrate her husband’s 
wishes. 


This objection to revocability may be more 
apparent than real. As a practical matter, 
the trustees will usually receive the proceeds 
and make the loan to the husband’s estate 
so soon after the husband’s death that the 
widow may not have time to interpose any 
objections. Once the proceeds are lent to 
the estate, revocation of the trust will not 
prevent the payment of the taxes with the 
insurance proceeds. Despite the possibility 
that the wife may revoke the trust prior to 
the making of a loan to the estate, a rev- 
ocable trust arrangement appears preferable 
to one under which the proceeds are left 
outright to the wife. In the former arrange- 
ment the wife must take affirmative action 
to obtain the proceeds, contrary to her late 
husband’s desires, whereas in the latter the 
proceeds come to her automatically and 
the cash may look much better to her than 
the complexities of her husband’s estate. 


Such a revocable trust is subject also to 
the usual objections to any revocable trust, 
such as taxability of the entire income to 
the wife even though it is not received by 
her,” gift taxes payable by the wife on in- 
come payable to the other beneficiaries of 
the trust and inclusion of the entire trust 
corpus in the wife’s estate upon her death.” 


Penalties Severe 


The penalties of a revocable arrangement 
are severe, and may outweigh the disadvan- 
tages of an irrevocable plan. Each case 
‘must be considered separately. At its next 





1 Goodman [CCH Dec. 14,172], 4 TC 191; aff'd 
(46-1 ustc | 10,275] 156 F. (2d) 218 (CCA-2). 

12 Section 166, Internal Revenue Code. Roeser 
{CCH Dec. 13,324], 2 TC 298. 

% Roeser, supra. 

* Section 811 (d) (1), Internal Revenue Code. 





session Congress will probably consider 
legislation to exclude insurance proceeds 
dedicated to the payment of estate taxes 
from the estate of the decedent. With the 
possibility that such legislation may be 
adopted, revocability gains another argument 
in its support. 


Other Serious Problems 


Other serious problems relating to such 
insurance trusts arise in anticipation of the 
possibility that the wife might die before 
her husband. Under such circumstances the 
trust, even though it may have been rev- 
ocable by its terms, would become irrevocable, 
and all the advantages and disadvantages of 
irrevocability would ensue. If the wife died 
intestate, the incidents of ownership under 
the policy would descend entirely or par- 
tially, depending upon state law and the 
survival of other relatives, to the husband, 
who would be obliged quickly to rid him- 
self of the inheritance as a white elephant. 


To meet these problems, the wife should 
bequeath all of her rights under the policy 
to someone other than her husband who can 
and will continue to pay the premiums out 
of property unrelated to that of her husband. 
Usually only adult children can fulfill these 
qualifications. Sometimes there is a family 
trust which can be used for that purpose. 
The trustees under the wife’s will may be 
the best available legatees. Again, each 
case must be analyzed separately. The lack 
of a suitable legatee may necessitate the be- 
quest of the policies to the husband, with 
the result that all or a portion of the insur- 
ance proceeds will be taxable to his estate. 


Conclusion 


Thus, although it is relatively simple to 
establish a trust to receive insurance pro- 
ceeds which will not be subject to an estate 
tax against the estate of the insured and 
yet be available to pay such taxes, many 
other considerations, including possible in- 
come and gift taxes, complicate the task 
and require careful thought to be given 
each case. 


[The End] 


% Hearings Before the Committee on Ways 
and Means, House of Representatives, 80th Con- 
gress, first session, pp. 1554-5. 
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Tax Court in Error in Holding All Rental 


Property Is “Used in Trade or Business” 


By 


EDWARD T. ROEHNER 


T HE TAX COURT is in error in its 
position that all rental property is “prop- 
erty used in the trade or business” of the 
taxpayer. The Commissioner may be cor- 
rect in his rulings that whether or not it is, 
depends upon the extent of the taxpayer's 
activities; but the legislative history of Sec- 
tions 23(1)(2) of 117(j) of the Internal 
Revenue Code indicates that no rental prop- 
erty is property used in the trade or busi- 
ness of the taxpayer.” 


Tax Court's Position 


Prior to the Revenue Act of 1942 the in- 
come tax statutes allowed a deduction for 
depreciation only on property used in trade 
or business,? and a deduction for ordinary 
and necessary expenses only if they had 
been paid or incurred in carrying on a trade 
or business.2 Since without allowance of 
these deductions the tax on the income from 
rental property would be a tax on gross in- 
come and not on net income, the Commis- 
sioner, beginning with the first income tax 
statute, treated all rental property as prop- 
erty used in the trade or business of the tax- 
payer. 

The Revenue Act of 1938, however, amended 
the definition of capital assets to exclude 





1If it is not, it is not entitled to the benefits 
of Section 117 (j) of the Internal Revenue 
Code, which was added by Section 151 (b) of 
the Revenue Act of 1942. Section 117 (j) treats 
a loss on the sale of property used in the trade 
or business as an ordinary loss, and a gain 
on the sale as a capital gain. 

2 Section 23 (1) of the Code and correspond- 
ing sections of previous acts. See 4 Mertens, 
Law of Federal Income Taxation, Section 23.03. 

3 Section 23 (a) of the Code and correspond- 
ing sections of previous acts. See 4 Mertens, 
op. cit., Section 25.02. 


The author is a certified public accountant and mem- 
ber of the New York bar. 
from the June, 1947, issue of the Journal of Accountancy 
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property used in the trade or business on 
which depreciation was allowed under Sec- 
tion 23(1),* thus interrelating the two sections, 
It now became profitable for many taxpayers 
who sold real property at a profit to claim 
that the building was not property used in 
the trade or business, and that the gain on 
its sale accordingly should be taxed as capi- 
tal gain. The first case decided under the 
1938 Act was the Fackler case*® The tax- 
payer, a busy and successful lawyer, sought 
to persuade the Tax Court that the depre- 
ciable rental property which he had sold had 
not been used by him in his trade or busi- 
ness, and was therefore a capital asset. The 
Tax Court said: 

se we have been unable to find any 
decision holding that where the owner of 
depreciable property devoted it to rental 
purposes and exclusively for the production 
of taxable income he was not engaged in a 
trade or business. On the contrary such de- 
cisions as bear upon the question indicate 
otherwise.” ® 





“Section 117 (a) (1). 

® (CCH Dec. 12,169] 45 BTA 708; aff'd [43-1 
ustc { 9270] 133 F. (2d) 509 (CCA-6, 1943). 

*Of the decisions cited by the Tax Court, 
all but two (the Jephson case and Flint v. Stone 
Tracy Company) decided that a loss was de 
ductible on the sale of a residence which had 
been converted to rental property before its 
sale. The Jephson case [CCH Dec. 10,066], 37 
BTA 1117 (1938), held that deductions were 
allowable for depreciation and business expenses 
on real property which had been acquired for 
rental to others but had not been rented. Flint 
v. Stone Tracy Company, 220 U. S. 107 (1911), 
which was a definition of business as that term 
was employed in the corporation tax law of 
1909, is, under Higgins v. Commissioner [41-1 
ustc { 9233], 312 U. S. 212 (1941), ‘‘inapplicable 
to the term as used in the income-tax statute.” 
4 Mertens, op. cit., Section 25.05. 
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The Tax Court continued: 


“The rule deductible from the above deci- 
sions is that, where the owner of depreciable 
property devotes it to rental purposes and 
exclusively to the production of taxable in- 
come, the property is used by him in a trade 
or business and depreciation is allowable 
thereon.” 


The Circuit Court of Appeals in the Fack- 
ler case rested its afirmance on the ground’ 
that the taxpayer was engaged in the man- 
agement of the real estate, but the Tax 
Court in subsequent cases has followed the 
rule laid down by itself in the Fackler case, 
i. e., that the mere ownership of any rental 
property constitutes a trade or business, 
both in cases dealing with years prior to the 
enactment of the Revenue Act of 1942," and 
in those dealing with 1942 and subsequent 
years.” 


Higgins Case 


In 1941, the Supreme Court decided the 
Higgins case,* which held that no matter 
how large the amount involved, management 
of securities did not constitute a trade or 
business, and that the expenses allocable to 
their management were therefore not de- 
ductible for income tax purposes.” The 


‘The Circuit Court said: ‘It is a fair in- 
ference from the evidence that petitioner ac- 
quired the leasehold with the primary purpose 
of operating the building upon it and that he 
was not holding the property merely as an 
investment and solely for the purpose of col- 
lecting rents without rendering personal serv- 
ice to tenants . The management of the 
property necessarily involved alterations and 
repairs commensurate with the number of ten- 
ants who occupied the building. It was also 
necessary to furnish elevator service, heat, light, 
and water which required regular and con- 
tinuous activity, and the employment of labor, 
the buying of machinery, and many other 
things which come within the definition of 
business. 


® Quincy A. Shaw McKean [CCH Dec. 15,083], 
6 TC 757 (1945); N. Stuart Campbell [CCH 
Dec. 14,614], 5 TC 272 (1945); Frank P. Wolff 
[CCH Dec. 14,886(M)], 4 TCM 1081 (1945); Sarah 
Fraser Robbins [CCH Dec. 14,840(M)], 4 TCM 
1003 (1945); John McNeil Burns [CCH Dec. 
14,375(M)], 4 TCM 143 (1945); Estate of Sam 
— [CCH Dec. 13,737(M)], 3 TCM 121 

y >. 


°M. T. Thomas [CCH Dec. 15,392(M)], 5 TCM 
805 (1946); Leland Hazard [CCH Dec. 15,273], 
7 TC 372 (1946); Estate of Annie Gibney [CCH 
Dec. 14,753(M)J], 4 TCM 878 (1945). 

© Supra, footnote 6. 


a The petitioner had investments of about $35 
million, in real estate, stocks and bonds approxi- 
mately $10 million of which was in real estate, 


a remainder being in bonds and other securi- 
es, 
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Commissioner had conceded™ before the 
Board of Tax Appeals™ that the manage- 
ment by the taxpayer of his real estate in- 
terests constituted a trade or business, and 
therefore the issue was not passed upon by 
the courts. That the concession was of 
doubtful legality is shown by the testimony 
of Ellsworth C, Alvord™ in the hearings 
before the Ways and Means Committee on 
the proposed Revenue Bill of 1942:™ 


“For the present, at least, a distinction 
which seems difficult to justify is drawn be- 
tween expenses incurred in the management 
of real estate and of other income-producing 
investment activities. (The case of Heiner 
v. Tindle, 276 U. S. 582 (1928), gives some 
support by inference to the propriety of the 
real estate deductions.) .... It is therefore 
apparent that only legislation can solve the 
problem.” 

Secretary Morgenthau also testified in the 
same hearings: * 

“Hardships on Taxpayers. ... If you rent 
your house to tenants but are not in the real- 
estate business, you are taxed on the rent you 
received but may be denied the right to de- 
duct your expenses in producing that income. 
; I therefore propose that we make 
every effort in this session to eliminate all 
hardships of this character so that our tax 
laws will cast their burdens equitably upon 
all taxpayers.” 


Congressional Explanation 


After the House bill was passed, John 
O’Brien of the Office of Legislative Counsel, 
House of Representatives, who appeared be- 
fore the Senate Finance Committee to ex- 
plain the House bill, said:” 

“The Supreme Court held in the Higgins 
case [that] if you are not engaged in a trade 
or business, the expenses of an individual in, 
for instance, managing his securities, paying 
his investment counsel, and so on, are not 
deductible. This [the House bill] says they 





2 For a similar concession by the Treasury 
on suits for refund in order to afford the tax- 
payer relief although the Treasury thought that 
its procedure was of doubtful legality, see dis- 
senting opinion by Huxman, J., in Jones v. 
Liberty Glass Company [47-1 ustc { 9133], 159 
F. (2d) 316 (CCA-10, January 21, 1947). 

1%3[CCH Dec. 10,710] 39 BTA 1005 (1939). 

4 Of Alvord & Alvord, representing the Com- 
mittee of Federal Finance, Chamber of Com- 
merce of the United States. 

1s Hearings before the Committee on Ways 
and Means, 77th Congress, 2d Session, Vol. 3, 


Pp. 2802. 

16 Jbid., Vol. 1, p. 10. 

11 Hearings before the Committee on Finance, 
United States Senate, 77th Congress, 2d Session, 
Vol, 1, p. 50. 
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A similar deduction is allowable with 
respect to depreciation of property held for 
the production of income.” 


The Congress evidently thought either 
that no rental property was property used 
in the trade or business of the taxpayer,” 
or that some of it was not,” for in identical 
language recommending the adoption of Sec- 
tion 23(1) (2), the House” and Senate re- 
ports ™ state: 


“Subsection (d) of this section amends 
section 23(1) of the Code so as to allow, 
in addition to the deduction allowable under 
existing law, a deduction for the exhaustion, 
wear and tear of property held by the tax- 
payer for the production of income, whether 
or not the property in question is used in 
the trade or business of the taxpayer, includ- 
ing a reasonable allowance for obsolescence.” 
(Subsection (c) in the Senate report.) 


The Congress added Section 23(1) (2) to 
the Code retroactively for all taxable years ™ 
and also Section 23(a) (2), which allowed 
retroactively for all taxable years a deduc- 
tion to an individual for all the ordinary and 
necessary expenses paid or incurred for the 
production or collection of income or for 
the management, conservation or mainte- 
nance of property used for the production 
of income.” 


are. 


It made no difference prospectively under 
the House bill whether or not rental prop- 
erty was property used in the trade or busi- 
ness of the taxpayer, for the bill made all 
land and buildings a capital asset. Only in 
connection with the Senate amendment to 
Section 117(j) to include real property used 
in the trade or business of the taxpayer, is 
the question important prospectively. Of 
course, as to prior years, under both the 
House and Senate bills the question was 
important, for if rental property is not used 
in the trade or business, the amendment to 
Section 23(1) converted gain or loss on the 
sale of buildings in prior years into capital 
gain or loss. 

Section 23(1) (2) did not allow a deduc- 
tion for depreciation that was not already 
allowed by the Tax Court under Section 
23(1) before the addition of 23(1) (2). Un- 
less Section 23(1) (2) is to be given no 
meaning, property on which depreciation 
had been allowed under Section 23(1) as 


1% Mr. Alvord’s opinion. See also Note, Co 
lumbia Law Review, April, 1941, p. 758. 

1” Secretary Morgenthau’s opinion. 

*»H. R. Rep. No. 2333, 77th Congress, 2d Ses- 
sion (1942), p. 76. 

21 Senate Rep. No. 1631, 77th Congress, 2d Ses- 
sion (1942), p. 88. 

22 Section 121 of the Revenue Act of 1942. 

33 Ibid. 
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property used in the trade or business was 
now divided into two categories: (1) prop- 
erty used in trade or business and (2) prop- 
erty held for the production of income. All 
previous decisions which had determined 
that rental property was property used in 
trade or business under Section 23(1) and 
hence was not a capital asset, became worth- 
less. There is no way of knowing into which 
category they would now fall, i.e., property 
used in the trade or business under the re- 
stricted meaning now to be given that term 
or property held for the production of in- 
come.” 


Yet the Bureau admits that the Fackler 
case is still determinative; and in no case 
before the Tax Court has the Bureau con- 
tended that unless the Tax Court abandoned 
the definition of trade or business as includ- 
ing all rental property, it was rendering 
meaningless the new category “property held 
for the production of income.” * 


Driven by the judicial need to give some 
meaning to all statutory language, the Tax 
Court, in the case of Mary Laughlin Robin- 
son,* attempted to give some meaning to 
Section 23(1) (2) by holding the language to 
mean that a former residence need no longer 
be rented before depreciation and mainte- 
nance expenses are deductible.” The case 
was so decided by the full bench, no judge 
dissenting. And in Anna C. Newberry” the 
Tax Court interpreted the Robinson case to 
mean that the mere act of abandoning a 
residence and listing it with real estate firms 
for rent or sale was sufficient to justify de- 
ductions for depreciation and maintenance 
expenses. But in Warren C. Leslie” the Tax 
Court, in a decision rendered by the full 
bench, two judges dissenting, abandoned the 





4 “From that which is common to all pos- 
sible transformations of objects, -nothing can 
be legitimately deduced as to that which char- 
acterizes some particular sub-class.’”” M. R. 
Cohen, A Preface to Logic (1944), p. 55. 

% If the Tax Court has been in error, the 
fault is clearly that of counsel, whether for 
the government or for the taxpayer (and coun- 
sel for both sides have been guilty), whose 
client would have benefited by a determination 
that under the Revenue Act of 1942 rental prop- 
erty was not property used in the trade or 
business of the taxpayer. As was said in 
Producers Crop Improvement Association [CCH 
Dec. 15,330], 7 TC 562 (1946): “He [counsel] 
May not safely rely upon the Tax Court to 
dig out and develop a case for him. That is 
not the function of the court, and it does not 
have the time or the facilities to do the work 
of counsel.’’ 

7 [CCH Dec. 13,349] 2 TC 305 (1943). 

27 The Tax Court had previously rejected this 
interpretation in Ezra Winter [CCH Dec. 
12,921-C], 1 TCM 274 (1942). 

23 (CCH Dec. 14,433(M)} 4 TCM 262 (1945). 

2 [CCH Dec. 15,033] 6 TC 488 (1946). 
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attempt so to interpret Section 23(1) (2) 
and returned to the rule as it was before 
the Robinson case. 

Thus, we have an odd situation: if the 
Tax Court is correct in holding that all 
rental property is used in the trade or busi- 
ness of the taxpayer, absolutely no meaning 
is to be given Section 23(1) (2). 


Commissioner's Position 


The Regulations do not state when rental 
property is used in the trade or business of 
the taxpayer,” but the Commissioner has 
ruled™ that under the Revenue Act of 1942, 
whether or not rental property is property used 
in the trade or business depends upon the ex- 
tent of the taxpayer’s activities in the man- 
agement and operation of the real estate as 





*® Section 29.117-1, Regulations 111, which de- 
fines capital assets, states that ‘‘Property held 
for the production of income but not used in 
a trade or business of the taxpayer is not ex- 
cluded from the term ‘capital assets’ even 
though depreciation may have been allowed 
with respect to such property under section 
23 (1) prior to its amendment by the Revenue 
Act of 1942.’ Section 29.117-7, Regulations 111, 
which gives illustrations of property used in 
the trade or business, does not include rental 
property; it includes factory premises, a stor- 
age lot for trucks used in the business, and 
a warehouse used in the business. 

317. T. 3711, 1945 CB 162. 


32 See Cardozo, J., in Welch v. Helvering [3 
ustc { 1164], 290 U. S. 111 (1933): ‘‘Here, in- 
deed, as so often in other branches of the law, 
the decisive distinctions are those of degree and 
not of kind. One struggles in vain for any 
verbal formula that will supply a ready touch- 
stone.’”” And Holmes, J., in Irwin v. Gavit [1 
ustc 7 132], 268 U. S. 161 (1925): ‘‘Neither are 
we troubled by the question where to draw the 
line. That is the question in pretty much every- 
thing worth arguing in the law.’’ 

It has been held that a nonresident alien 
who owned a building in this country with 
which she had nothing to do but collect the 
rents her agent in this country sent her, the 
management, operation and maintenance being 
taken care of entirely by the tenant, was not 
engaged in business in this country under Sec 
tion 211 of the Code. She was taxed on gross 
rentals, therefore, with no allowance for de- 
preciation, mortgage, interest or expenses. 
Evelyn M. L. Neill [CCH Dec. 12,251], 46 BTA 
197 (1942). Where the nonresident alien owned 
some parcels of real estate in this country 
which were managed by her attorneys, but the 
rental was incidental to the collection of divi- 
dends and interest on bonds, it was held that 
the petitioner was not engaged in carrying on 
a trade or business in this country. Elizabeth 
L. M. Barbour [CCH Dec. 13,797(M)], 3 TCM 
216 (1944). But where the real estate business 
was substantial and operated by the nonresi- 
dent through attorneys-in-fact, the petitioner 
was taxed as doing business in this country 
even though the income from the real estate 
was very much less than the income from its 
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a source of income, either personally or 


through agents.” 


The position that the Commissioner has 
taken in his rulings has the merit of giving 
the management of real estate investments 
the same meaning for the purpose of Sec- 
tions 23(1) and 117(j) as the courts have 
given the management of real estate invest- 
ments for the purpose of Section 211, which 
deals with the income tax on nonresident 
aliens,* and Section 863, which deals with 
the estate tax on nonresident aliens.* It has 
the demerit of giving investors in real estate 
a benefit under Section 117(j) which is not 
given to investors in other kinds of property. 
No intention to single out real estate in- 
vestors for any benefit appears in the legis- 
lative history of Section 117(j).™ 





dividends and interest on American stocks and 
bonds. The Investors’ Mortgage Security Com- 
pany [CCH Dec. 14,333(M)], 4 TCM 45 (1945). 
It is interesting that the Tax Court, in its 
opinion in this case, said that the Commissioner 
relied heavily on the Neill case, in which the 
petitioner did not operate the property. It 
would seem that the Barbour case, in which 
the petitioner did operate the property through 
her attorneys, was more closely in point. It 
may be that the failure of the Commissioner 
to cite the Barbour case was due to the former 
belief voiced by Dean Griswold (then professor) 
of the Harvard Law School faculty in ‘‘The 
Need for a Court of Tax Appeals,’’ Harvard 
Law Review, October, 1944, pp. 1153, 1172, that 
memorandum decisions were not binding or to 
be cited to the Tax Court. For the dissipation 
of this belief see Murdock, J., ‘‘Report on the 
Tax Court of the United States,’’ TAXES— 
The Tax Magazine, September, 1945, p. 778; 
Roehner, ‘‘Are Tax Court Judges Bound by 
One Another’s Decisions?””’ TAXES—The Tax 
Magazine, April, 1945, p. 310. 


%*See Pinchot v. Commissioner [40-2 ustc 
9 9592], 113 F. (2d) 718 (CCA-2, 1940) in which 
the court held that the decedent was engaged 
in carrying on a business in the United States: 
‘“‘Though the stipulation does not show the 
number or the amount of the transactions of 
the petitioner in managing these eleven build- 
ings in New York, it is certain that they must 
have been considerable in both respects as well 
as continuous and regular. Their maintenance 
required the care and attention of the owners 
and the decedent supplied her part by means 
of her agent and attorney-in-fact. . . What 
was done was more than the investment and 
reinvestment of funds in real estate. It was 
the management of the real estate itself for 
profit. . . . It necessarily involved alterations 
and repairs commensurate with the value and 
number of buildings cared for and such trans- 
actions as were necessary constitute a recog- 
nized form of business.’’ 

% Cf. Chief Justice Stone in Stone v. White 
[37-L ustc {| 9303], 301 U. S. 532, 537 (1937): ‘‘It 
is in the public interest that no one should be 
permitted to avoid his just share of the tax 
burden except by positive command of law.’’ 
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This interpretation is based on the legis- 
lative history of Code Sections 23(1) (2)* 
and 117(j) in the Revenue Act of 1942.” 


The Revenue Bill of 1942, as passed by 
the House, amended the definition of capital 
assets to include all buildings and similar 
real property improvements.*™ This was a 
reversion to the rule in existence prior to 
the enactment of the Revenue Act of 1938. 
The Ways and Means Committee explained 
that the change was made because of the 
difficulty of allocating gain or loss between 
land and buildings.” 


The House bill also extended the benefits 
of Section 117(j), which it enacted, to de- 
preciable property used in a trade or busi- 
ness other than buildings and similar real 
property improvements.” The Ways and 
Means Committee, in explanation of the Sec- 
tion, said that in the 1938 Act the exclusion 
of depreciable property used in the trade or 
business was intended “to enable corpora- 
tions to have the full benefit of a loss from 
the sale of machinery, instead of being lim- 
ited by the capital-loss provisions,” but that 
since many taxpayers were selling deprecia- 
ble property at a gain, e.g., trawlers used in 
the business, to the government, to tax such 





36 Discussed under the head ‘‘Tax Court’s 


Position.”’ 


% Frank, J., in Rohmer v. Comm’r [46-1 ustc 
| 9130], 153 F. (2d) 61 (1946): ‘‘In thus stress- 
ing the legislative history we are following 
many decisions of the Supreme Court.”’ 


33 H. R. 7378, 77th Congress, 2d Session (1942), 
Section 137 (a). 


% ‘Your committee has revised the definition 
of capital assets, so that buildings and similar 
real-estate improvements are included within 
the definition. Under the present law, build- 
ings and similar real-estate improvements are 
not treated as capital assets, because they are 
subject to depreciation allowances. The present 
law not only results in unfairness to the tax- 
payer but also in considerable administrative 
difficulty. For example, if an apartment house 
is sold, under the present law, it is necessary 
to separate the land from the building for in- 
come-tax purposes. This is because the gain 
allocable to the building is subject to the nor- 
mal [tax] and surtax rates, while the gain al- 
locable to the land is subject to the capital-gain 
rate. On the other hand, if the taxpayer suffers 
a loss on the building, such loss is treated as 
an ordinary loss and [is] deductible in full 
from ordinary loss, whereas if he suffers a 
loss on the land that is treated as a capital 
loss and subject to the capital-loss limitations. 
It is very difficult to allocate the capital gain 
or loss between the land and the buildings. 
Accordingly, your committee has changed the 
rule of existing law, so that both the land and 
the building, or similar real-estate improve- 
ments, are treated as capital assets.’’ H. R. 
Rep. No. 2333, 77th Congress, 2d Session (1942), 
p. 52. 


# H. R. 7378, T7th Congress, 2d Session (1942), 
Section 137 (b). 
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income at ordinary rates worked an undue 
hardship.* 


The Senate Finance Committee amended 
the bill to extend the benefits of Section 
117(j) to land and buildings used in trade 
or business. As the reason for this amend- 
ment, the Senate report stated that it would 
aid “businesses which due to depressed con- 
ditions have been compelled to dispose of 
their plant or equipment at a loss.” The re- 
port mentioned as an illustration the pur- 
chase of the plant and equipment of a news- 
paper by a rival newspaper, and later 
disposition of the property at a loss.” In 

(Continued on page 1013) 


“1 “‘Under existing law, the gain or loss from 
the sale or exchange of depreciable property 
is not treated as a capital gain or capital loss, 
but as an ordinary gain or an ordinary loss. 
This rule was originally inserted as a relief 
provision to enable corporations to have the 
full benefit of a loss from the sale of machinery, 
instead of being limited by the capital-loss 
provisions, which would permit it only a cer- 
tain percentage of the loss. It was felt at 
that time that the taxpayer should not be de 
nied the full loss because it sold the property 
at a loss instead of abandoning the property. 
While this rule provided relief in case a loss 
was realized, it appears that many taxpayers 
are able to dispose of their depreciable prop- 
erty at a gain over the depreciated cost. To 
treat such a gain as an ordinary gain will result 
in an undue hardship to the taxpayer. For 
example, a taxpayer sells certain trawlers used 
in his business to the government. If the gain 
from the sale is regarded as an ordinary gain, 
it may result in the taxpayer receiving prac- 
tically nothing for his property. Another ex- 
ample is where the proceeds of insurance on 
destroyed property exceeds the cost of the prop- 
erty. The existing law treats such gain as 
ordinary income. The gain or loss resulting 
from the involuntary conversion of property 
into other property or money is also treated 
as an ordinary gain or loss. Theft of an ar- 
ticle, which is insured, is an example in point.” 
H. R. Rep. No. 2333, 77th Congress, 2d Session 
(1942), p. 53. 

“ “‘Under the House bill losses from the sale 
of real property and buildings were treated as 
capital losses, even though the property was 
used in the trade or business. Your committee 
has changed this rule by taking buildings and 
real estate used in the trade or business of 
the taxpayer out of the definition of capital 
assets, and applying to them the same rule 
which the House bill applies to gains and losses 
from involuntary conversions [and] from the 
sale or exchange of certain depreciable prop- 
ee 
“It is believed that this Senate amendment 
will be of material benefit to businesses which, 
due to depressed conditions, have been com- 
pelled to dispose of their plant or equipment 
at a loss . If a newspaper purchased 
the plant and equipment of a rival newspaper 
and later sold such plant and equipment at 2 
loss, such plant and equipment being subject 
to depreciation, would constitute property used 
in the trade or business within the meaning 
of this section.’’ Sen. Rep. No. 1631, 77th Con- 
gress, 2d Session (1942), p. 50. See also id. at 

(Footnote continued on page 1013) 
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BRIEFS 


By J. H. LANDMAN ; 
Peat, Marwick, Mitchell & Co., New York 


Bonds May Be Shares. Payments on 
corporate securities constitute dividends and 
not deductible interest if the securities have 
no maturity date and if they could share in 
the corporate profits. Mullin Building Cor- 
poration [CCH Dec. 16,013], 9 TC —, No. 
52; Messenger Publishing Company [CCH 
Dec. 15,993(M)], TC memo. op. 


Disallowed Bad Debt Deductions. A bad 
debt deduction is disallowed when it is 
equivalent to a father’s borrowing money 
and making a gift of it to his profligate 
son, because the father could not have enter- 
tained any hope of recovering it under the 
circumstances. E. J. Ellisberg [CCH Dec. 
16,026], 9 TC —, No. 65. 


Advances of money by an individual to 
his wholly owned corporation, when the 
latter is a failure, result in capital losses 
because they were intended to be capital 
investments and not loans. As a result, bad 


debt deductions are not in order. Thomas 
J. O'Neill [CCH Dec. 15,995(M)], TC 
memo. op. 


Medical Expenses. Accident policy ben- 
efits for disability, in contrast with those 
for the reimbursement of actual medical and 
hospital care, do not reduce an individual’s 
medical expense deduction for income tax 
purposes. Robert O. Deming, Jr. [CCH Dec. 
16,018], 9 TC —, No. 56. 


Sale of Patents. Proceeds from the bona 
fide sale of patents to an employer-corpora- 
tion yield capital gains and not ordinary 
taxable income when they are not additional 
wages, property held by the taxpayer pri- 
marily for the sale to customers in the ordi- 
nary course of business or property used in 
his trade or business subject to depreciation. 
William M. Kelly [CCH Dec. 15,844], TC 


memo, Op. 


Valid Family Partnership. A wife’s con- 
tribution of a gift, made to her four years 


Tax Briefs 


earlier by her husband, not in anticipation 
of forming a family partnership, constituted 
a valid contribution of capital originating 
with her when a husband-wife partnership 
was later organized. S. E. Boozer [CCH 
Dec. 16,008(M)], TC memo. op. 


Invalid Family Partnership. The transfer 
of a one-half interest in a concern by a 
husband to his wife in order to effect a part- 
nership, is invalid for income tax purposes 
when she contributes no significant service 
or capital to the enterprise. Frederick Smith 
v. Lipe Henslee [47-2 ustc $9356], DC 
Tenn., July 24, 1947. 


Annuity Contracts. The transfer of secu- 
rities in exchange for annuities yields income 
taxable at three per cent until the investment 
is absorbed. Thereafter, the annuity income 
becomes taxable at full rates. Such transfer 
of securities is not subject to capital gains 
or gift taxes. Estate of Bertha F. Kann 
[CCH Dec. 15,959(M)], TC memo. op. 


Carry-backs and Carry-overs. A _ loss 
from the worthlessness of a subsidiary’s 
stock is a capital loss in 1941 but an ordinary 
loss in 1942. The loss occurred in 1941. 
The year giving rise to the stock loss con- 
trols and establishés the character of the 
loss. Since it is capital in nature, therefore 
the loss must be excluded from the net 
operating loss computation for carry-over 
purposes. Reo Motors, Inc. [CCH Dec. 
16,000], 9 TC —, No. 47. 


Denial of Carry-over. A limited partner’s 
loss arising from the sale of his partnership 
interest is a capital transaction outside his 
ordinary economic activities or those of the 
partnership. As a consequence, he has no 
net operating loss for carry-over purposes. 
Joseph L. Merrill [CCH Dec. 15,997], 9 
TC —, No. 44. 


Entertainment Expenses. Entertainment 
expenses may be deducted when an em- 
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ployee is not reimbursed by his employer. 
Benjamin Abraham [CCH Dec. 15,976], 9 
TC —, No. 37. 


War Losses. A taxpayer is entitled to 
take a war loss deduction in 1941 under 
Code Section 23(e) if the property in Ger- 
many was in existence during that year, or 
under Code Section 127(a)(2) if he can 
prove its existence and value on December 
11, 1941, when the United States declared 
war on that country. Benjamin Abraham, 
supra, 


Receipts on Personal Service Contracts in 
Corporate Liquidation. Receipts on per- 
sonal service contracts acquired in the com- 
plete liquidation of a corporation constitute 
capital gain and not ordinary income. Susan 
J. Carter [CCH Dec. 16,015], 9 TC — 
No. 54. 


Superiority of Tax Lien. The govern- 
ment’s levy and sale of a taxpayer’s assets 
resulting from a judgment against him for 
taxes is superior to the rights of those who 
have a lien on the assets for a debt. U. S. 
v. Caldwell [47-2 ustc 9363], DC Tenn., 
August 11, 1947, 


Undistributed Profits Tax. An undistrib- 
uted profits tax is not incurred for 1937 and 
1938 when an earlier stock dividend issued 
out of accumulated earnings helped to create 
a current deficit, which consequence pro- 
hibited dividend payments in Texas. Dallas 
Oil & Refining Company v. U. S. [47-2 ustc 
7 9324], DC Tex., June 4, 1947. 


Cost of Canceling Lease. An agreement 
that the cost of canceling an existing lease 
is to be paid out of rentals from the new 
lessee, makes the lease-cancellation cost 
amortizable over the term of the new lease 
and not over the unexpired term of the can- 
celed lease. I[Vells Fargo Bank & Union 
Trust Company v. Commi’ssioner [47-2 ustc 
7 9359] CCA-9, August 26, 1947. 


Lessee’s Depreciation. A lessee’s depre- 
ciation, when it is entitled to it, is limited 
to its investment. Grant Building, Inc. [CCH 
Dec. 15,994(M)], TC memo. op. 


Interest on Taxes in Arrears. Interest 
on taxes in arrears is permitted to the date 
of the filing of a petition in bankruptcy and 
not to the date of payment. Jn re Union 
Fabrics, Inc. [CCH Banxruptcy Law 
Reports § 55,956], DC N. Y., August 13, 
1947. 


Farmers’ Income Reporting. Farmers 
may change their reporting of income for 
tax purposes from a cash to an inventory 
basis without prior approval of the Com- 
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missioner of Internal Revenue. No funda- 
mental change of accounting or in valuing 
inventories is involved. Kenneth S. Battelle 
[CCH Dec. 15,998], 9 TC —, No. 45. 


Microfilm. The Treasury has ruled that 
microfilm reproductions of taxpayer’s gen- 
eral books of account are undesirable and 
impractical in determining tax liabilities. 
Subsidiary records may be microfilmed. 
I. T. 3866. 


Short Dividends. Dividends paid by a 
security trader to his lender of stock which 
the taxpayer had to borrow in order to make 
delivery on a short sale are deductible as an 
ordinary and necessary business expense in 
the nature of interest payment on indebt- 
ness, and are not capital items. Commis- 
sioner v. F. A. Wilson [47-2 ustc { 9367], 
CCA-9, September 15, 1947; following Nor- 
bert H. Wiesler [47-1 ustc J 9278], CCA-6, 
June 3, 1947. 


Personal Holding Company. A personal 
holding company is entitled to a dividend- 
paid credit only for the year in which div- 
idends were unconditionally credited to 
stockholders and were available to stock- 
holders and not for the later year when they 
were actually paid. St. Clair Estate Company 
[CCH Dec. 16,019], 9 TC —, No. 58. 


Denial To Withdraw Taxpayer’s Tax 
Court Petition. Though a taxpayer ordi- 
narily has the right to withdraw his Tax 
Court action against the government, with- 
drawal will be denied him if the government 
will forever lose its opportunity to assert 
its cross-claim for a greater deficiency. 
Perkins-Barnes Construction Company, Inc. v. 
Secretary of War [CCH GOVERNMENT Con- 
TRACTS REPORTER { 60,352], 9 TC —, No. 57. 


Accrual of Vacation Pay. The amount 
accruable by an employer for employees’ 
vacation pay under a union contract is deter- 
minable in accordance with the terms of the 
contract in effect on the last day of its fiscal 
year. G. C. M. 25261. 


Trust Income. Income from a trust cre- 
ated by a husband where the wife is given 
authority to accumulate income or to give 
it to him or to herself, is not necessarily 
taxable to her if in fact the husband had 
control of the trust income distribution. 
Eleanor M. Funk v. Commissioner [47-2 ustc 
1 9370], CCA-3, September 25, 1947. 


OPA Violations. Settlement claims paid 
to OPA for violation of price ceilings, are 
not deductible because the violations could 
have been avoided and are penal in nature. 
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Scioto Provision Company [CCH Dec. 
16,022], 9 TC —, No. 61; Garibaldi & Cuneo 
[CCH Dec. 16,023], 9 TC —, No. 62. 


Income Tax Credit. Since the death of a 
partner during the base period (1936-1939) 
did not terminate the partnership, the part- 
nership may constitute a duly qualified 
component corporation. As a consequence, 
the successor corporation may use the ad- 
justed profits of this partnership during all 
the base period years to compute its excess 
profits taxes by the earnings method. Ranso- 
hofis, Inc. [CCH Dec. 16,017], 9 TC —, 
No. 55. 


Excess Profits 


Change in Capacity During Base Period 
(Section 722(b)(4)). A change in capacity 
for production or operation in or immedi- 
ately before the base period (1936-1939) 
constitutes grounds for excess profits tax 
refund under Code Section 722(b) (4). Such 
a change, like an increase of units in a truck- 
renting enterprise or in a taxi fleet in a 
non-franchise city, may not have had any 
effect on actual profits; therefore, it will not 
necessarily make a taxpayer’s base period 
earnings inadequate for the computation of 
its income tax credit. Similarly, construc- 
tive normal earnings of the base period may 
not be limited by this type of capacity. 
Ez. F. Gm 


No Duplicate Excess Profits Tax Relief 
(Section 722). Constructive excess profits 
tax credits will not be allowed under Code 
Section 722 where duplications in credits for 
affliated corporations wil! result. However, 
a reasonable reallocation of credits will be 
permitted among these corporations if they 
all consent. E. P. C. 20. 


Borrowed Capital. Advance payments 
received on purchase orders do not become 
part of a taxpayer’s borrowed capital to 
determine its invested capital credit. Re- 
payment of them does not constitute a 
reduction of indebtedness for the purpose 
of a credit for debt retirement. Gould & 
Eberhardt [CCH Dec. 16,025], 9 TC —, 
No. 64. 
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Estate Tax 


Denial of Charitable Deductions. If a re- 
mainder of a trust for charity is not presently 
ascertainable in value because the trustee 
could invade the trust property without 
limit for the pleasure, comfort and welfare 
of the trust creator’s mother, the deduction 
from the gross estate for the charitable 
remainder is disallowed for estate tax pur- 
poses. Union Planters National Bank & 
Trust Company v. ~Henslee [47-2 ustc 
1 10,570], DC Tenn., August 12, 1947. 


Not In Contemplation of Death. Gifts 
made to relatives three and six years prior 
to the donor’s death are not includable in 
the decedent’s gross estaie if they were not 
made in contemplation of death but were 
instead related to life, such as provision for 
homes, education and comforts. Estate of 
Amy H. DuPuy [CCH Dec. 15,991], 9 TC 
-—, No. 43. 


Limitations On Gross Estate. Distribu- 
tions of the assets of an estate which do 
not actually belong to- the decedent are not 
includable in his gross estate for estate tax 
purposes. Estate of Amy H. DuPuy, supra. 
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TALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


ECAUSE OF CIRCUMSTANCES not 

requiring explanation, the Shoptalker 
has not attended a luncheon or meeting or 
talked shop anywhere for five weeks, so his 
material this month is almost all case com- 
ment. The exception is the matter of 
Waldo V. Kenworthy, the man who occa- 
sionally illustrates our articles. The Chi- 
cago Sun of September 6 published his 
photograph, as a philatelist. Kenworthy 
spends at least one night each week at vari- 
ous hospitals in the Chicago area, interest- 
ing veterans in starting stamp collections of 
their own. An orchid to “Ken.” 


Case Comment 


The case of the Akers [47-2 ustc J 9358] 
is one of those human interest cases that 
titillate us. (So use your dictionary!) It 
is too long and complex to be quoted at 
length, but it enunciates a point we had 
suspected. Swindling and embezzlement 
have different tax results. The former re- 
sults in taxable income to the swindler 
while the latter under the doctrine of Wil- 
cox [46-1 ustc [9188], is not taxable gain. 

Cases involving March 1, 1913 value are, 
of course, scarce. Hence, the Orr Brothers 
case [47-2 ustc 7 9365] deserves mention. 

Another California corporation case is 
that of Bradley [CCH Dec. 15,930] discus- 
sed at 474 CCH $8641. Unrealized incre- 
ments are still not taxable. 


Regardless of its tax consequences, the 
scheme used by Rollins Burdick Hunter 
Company to control the personnel of its 
stockholders is ingenious and appears to 
have been successful. The Tax Court [CCH 
Dec. 15,949] found it okay, too; but, as 
pointed out at 474 CCH J 8644, a Circuit 
Court may reverse. If you have clients in 
a personal service (service, not holding) 
corporation, you must read the full text. 


Own any stock in the corporation for 
which Johnny calls so loudly? You cannot 
afford not to read 474 CCH J 8644A. 
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It is not uncommon for one or more 
members of a firm or closed corporation 
to engage with one or more outsiders in a 
related but not identical line of business, 
The nonparticipation of the other members 
or stockholders may arise from various rea- 
sons but, according to the Shoptalker’s ex- 
perience, is usually due to lack of ready cash. 
When the new outfit occupies the same or 
adjacent premises, or “clears through” the 
old one, the revenue agent quite correctly 
scrutinizes both with care, and may invoke 
Section 45. Curiously, in the Barney Ma- 
chinery case [CCH Dec. 15,908 (M)] that 
section was not invoked and the taxpayers 
were held to be separate entities. 


In a most interesting radio program from 
a Los Angeles station a man will quote 
listeners odds on almost anything. We 
wonder what he would quote on the Com- 
missioner’s chances of winning on appeal. 


Another case involving a closed corpora- 
tion reacquiring its own stock is Fischer 
[CCH Dec. 15,797 (M)], discussed at 474 
CCH f 8652. 


Cooperation 


The Shoptalker has persisted for years 
in asserting that there is nothing more 
unfair in our whole scheme of administrative 
government than the absence of coopera- 
tion. A ruling or decision by a regulatory 
body is binding on the enterprise regulated, 
but not on any other unit of the govern- 
ment. The trouble and expense caused by 
this is too huge to calculate. It imposes 
on the business a burden which is inevitably 
borne by the consumer. For a recent ex- 
ample see National Airlines, Inc. [CCH Dec. 
15,940]. The Civil Aeronautics Board im- 
posed accounting procedure on the taxpayer. 
The Commissioner, typically, refused to re- 
cognize it, and the Tax Court upheld him. 
That is not justice, even though it may 
be good law [474 CCH { 8649, 8662]. The 
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remedy is to tell your senator and congress- 
man. 


New Tax Course 


One of the things that gladdened our 
heart after returning to the office was 
finding the new, 1947-1948 edition of the 
CCH Feperat Tax Course by George T. 
Altman. This is not an attempt to re- 
view the course, and still less an attempt 
to sell it to you readers. But we must 
report our junior’s reaction to its arrival, 
since there may be more like him. “Why,” 
he inquired, “did they have to put out a 
new edition? The President vetoed both 
new laws.” We told him to compare the new 
edition with the one he studied in college 
last winter. He noted with approval the 
removal of some obsolete material (war 
taxes, etc.), the inclusion of certain import- 
ant decisions such as Greyvan Lines [474 
CCH { 8675], the segregation of background 
material from the current text, etc. He 
did not approve the greatly increased num- 
ber of problems. “You would,” he opined, 
“have to make the course twice as long as 
it was to cover all of these problems. Even 
last year you could not assign all of the 
problems; and some students got confused 
and thought they were missing something.” 


We countered with, “Nothing to stop them 
from working all the problems if they want 
to work them.” But he stopped us dead 
with, “Now just how much time did I have 
to do even the assigned problems? Taxa- 
tion is only one course in the curriculum, 
even if it is the only one you teach.” [A 
number and a variety of problems are neces- 
sary to accommodate those instructors who 
select a group of problems for their students. 
—CCH Book Department. ] 


Anyhow, the CCH FeEperat TAx Course 


is a darn good one, “bigger and better than 
ever.” . 


California Cases 


A thoroughly beneficial amendment has 
been made to the California Unemployment 
Insurance Statute. If a taxpayer has ac- 
quired a business from another subject 
employer since January 1, 1936, the suc- 
cessor may acquire the experience-rating 
reserves of the predecessor. In Sacramento, 
the closing date for filing applications for 


transfer of such reserves is December 18, 
1947, 


Too many readers, we fear, think that 
California’s principal crops are tourists and 
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oranges. The case of the Battelles [CCH 
Dec. 15,998] shows that the taxpayers 
raised wheat, barley, oats and cotton. Mr. 
Battelle did pretty well, too; on December 
31, 1940, his farming business was worth 
$109,161.38. Wonder what it’s worth at 
present prices? 


The case of Sachs [CALIForNIA STATE TAX 
Reports { 19-510] is not calculated to en- 
courage people of means to move to 
California. The lady had extensive invest- 
ments, and paid an attorney a substantial 
fee for assisting her in managing them. But 
the State Board of Equalization, citing the 
Higgins case [41-1 ustc J 9233], held that 
the expense was not justified since she was 
not engaged in business. 


The appeal of Wood is one of those cases 
which continually crop up to mystify us 
as to why they ever were appealed. On the 
facts as presented, the State Board of 
Equalization is correct. Why, then, on a 
clean-cut issue, was the appeal made? As 
the Shoptalker approaches senility, he 
begins to understand some things. For one 
thing, a case, looked at subjectively, seems 
good. After argument, briefs, etc., the 
mists are dispelled and the facts emerge 
clearly. The court views them objectively 
and the taxpayer’s position appears to have 
been untenable ab initio. Sometimes an- 
other reason is controlling. Counsel ad- 
vises the taxpayer that he has no case, or 
a very poor one. Nevertheless, the client: 
pounds the table and yells, “Be d---d if I 
pay that * J * tax without a fight!” What 
does counsel do then? If he receives a good 
retainer and a guarantee of a minimum fee, 
win, lose or draw, he takes an appeal. Why 
not? 

What is this }Vood case about? Well, 
if you lack CALIFORNIA STATE TAX REPORTS 
7 19-516, look up Legallet [CCH Dec. 
10,995] 41 BTA 294, which is cited as “a 
factual situation almost identical with the 
one here.” 


Another case that appears to have had 
no merit is right at our doorstep. It is 
the Farmers and Merchants Bank of Long 
Beach [CALIFORNIA STATE TAX REPORTS 
{ 8-913]. The bank acquired by foreclosure 
certain property which it held until it could 
be liquidated. California law prohibiting a 
bank from owning any other kind of realty 
and setting ten years as the maximum hold- 
ing period. 

“The rental income and expense attribut- 
able to the property were reported in the 
appellant’s returns of income but deduction 
was not claimed for depreciation. It is the 
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contention of the appellant that the prop- 
erties were not used in trade or business, 
that depreciation was not allowable with 
respect to them, and, therefore, cannot be 
taken into consideration in computing the 
adjusted basis for gain or loss on the sale. 


“It has not been deemed essential that 
depreciable property be actively used in the 
trade or business of the taxpayer. By virtue 
of its mortgage, appellant acquired an 
equitable interest in the property, which 
was devoted to its trade or business in a 
most essential capacity, i.e., securing its 
funds against the default of borrowers, and 
no less essential to that function was the 
acquisition of the whole property through 
foreclosure, its subsequent maintenance and 
sale. 


“This precise point was passed upon by 
the Circuit Court of Appeals for the Fifth 
Circuit in Carter Company, [44-2 ustc 
{ 9374], 143 Fed (2d) 296. ‘The manage- 
ment and administration of foreclosed prop- 
erty is an essential ingredient of the business 
of financing.’ ” 


This excerpt from the Board of Equaliza- 
tion’s rulings makes one wonder why the 
bank did not take depreciation in the first 
place. Not having taken it, the bank 
probably felt that it was duty bound to 
defend its position. 


Community Property Boomerang 


Pennsylvania’s new community property 
law boomeranged in Judge Hook’s court 
in Waynesburg, in the case of a miner 
charged with wife desertion. Before the 
enactment of the-new law, a deserted 
Pennsylvania wife was allowed about one 
third of her husband’s salary, plus addi- 
tional support for each child, depending 
upon the husband’s ability to pay. Accord- 
ing to Judge Hook, the law, which provides 
a federal income tax saving, permits a wife 
fifty per cent of her husband’s earnings. 
The deserted wife in the case, therefore, 
was allowed one half of her miner husband’s 
salary of $250 per month. 


More Cases 


An unusual set of facts led to an inter- 
esting decision in the Pittsburgh & West 
Virginia Railway Company case [CCH Dec. 
15,990]. Both parties agreed that under 
the Kirby Lumber Company rule [2 ustc 
{ 814] there was a taxable gain. The ques- 
tion was the year of gain. The taxpayer 
won for the latest year. 
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We have never ceased to marvel at the 
dirty linen which some taxpayers allow to 
be aired in Tax Court. 
the kind involved a newspaper publisher 
which (and we quote from CCH Dec. 15, 
993(M)) “was not entitled to deduct a $500 
part payment on an automobile given a 
political leader, through whose influence 
taxpayer received a public advertising con- 
tract. The allowance of such a deduction 
was held contrary to public policy.” We 
should say it was! 


Realty lawyers knew this all along, but 
a lot of other people may find it news. “The 
existence of a depreciable investment is not 
necessarily synonymous with title.” For 
details see Grant Building, Inc. [CCH Dec. 
15,994(M)]. 


History Repeats 


In November, 1932, we opened the Shop 
with this paragraph: 


“We don’t have to read novels of the 
prairie and farm while such cases as that 
of Molter appear in the tax services [1932 
CCH { 9469]. Here is a woman who is in- 
volved in a suit for a large sum of money, 
arising from a large income. Yet the testi- 
mony shows that when she married, she 
was a school teacher, with some little sav- 
ings, and her husband possessed about $100 
and a horse and wagon. You can follow 
them from farm to farm, across the Middle 
West—a typically American story.” 


And now is 1947 we find the case of 
Kille [CCH Dec. 15,952]. We quote from 
the summary published at 474 CCH 
7 7652(M). 


“Continuously since their marriage in 
1917, taxpayer’s wife, who was born and 
reared on a farm has helped taxpayer in 
his farming operations. in January, 
1944, taxpayer and his wife entered into 
a partnership agreement. Taxpayer’s wife, 
Elizabeth, borrowed $8,000 on a note en- 
dorsed by taxpayer and principally secured 
by his stock, contributed money to the 
partnership and later paid the note from 
partnership profits. Elizabeth’s services 
were not substantially greater after the 
partnership was formed, and tax saving was 
admittedly a consideration in determining 
to form the partnership. Upon this evi- 
dence, the court holds that . a valid 
partnership existed for tax purposes in 1944. 

. her services were sufficiently vital to 
support the partnership.” 
[The End] 
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APPELLATE AND OTHER COURTS 


Transfer of custody only.—Where an in- 
vestment trust transferred securities to a 
trustee, who performed no duty and took 
no action with respect to the securities ex- 
cept upon the express direction and orders 
of the investment trust, there was only a 
change in custody. Consequently, under the 
provisions of Code Section 1802 (b) (1), 
the investment trust may recover docu- 
mentary stamp taxes paid on the transac- 
tion—DC Mo., United Funds, Inc. v. Nee, 
47-2 ustc J 9326. 


Estate tax: Charitable deductions: Effect 
of power to invade corpus for benefit of 
life tenant.—Decedent, by will, transferred 
property in trust for the benefit of her 
mother for life, with remainder to charity. 
The mother, however, was to receive $750 
per month out of the income and corpus. 
In addition, the executors and trustees were 
authorized to invade the corpus for the 
“pleasure, comfort and welfare” of dece- 
dent’s mother, decedent’s avowed purpose 
being to provide for her mother “in such 
manner as she may desire.” At the time of 
decedent’s death, her mother was eighty- 
five and had adequate independent means of 
support. Nevertheless, it is held that no 
part of the transfer is deductible as a char- 
itable transfer. The limitations placed by 
decedent upon the ‘right to invade for her 
mother did not have specific standards such 
as would render negligible and improbable 
such power to invade. DC Tenn.—Union 
Planters National Bank & Trust Company et 
al., Executors, etc., Plaintiff v. Lipe Henslee, 
Collector, etc., Defendant, 47-2 ustc J 10,570. 


TAX COURT 


Estate tax: Contemplation of death—A 


' transfer to a key executive to hold him in 


the business was not in contemplation of 
death. Gifts by decedent to his children 
two months before his death from cancer, 
of which affliction he was probably aware, 
were made in contemplation of death, there 
being no motives associated with life to 
overcome the presumption.—Estate of Am- 
brose Fry, Marshall O. Mitchell, Administra- 
tor with Will Annexed v. Commissioner, CCH 
Dec. 16,030. 


Interpretations 





INTERPRETATIONS 


Court... Administrative 


* 


Estate tax: Transfer: Retention of in- 
come: Section 811 (c).—Stock given to a 
daughter “subject to your giving me the 
first dividends up to $15,000” was properly 
included in the gross estate under Section 
811(c) since the income was retained for a 
period which in fact did not end before the 
decedent’s death. Jbid. 


Estate tax: Valuation of closely held 
stock.—Decedent’s administrator reported 
certain shares at a value of $129 each. The 
Commissioner claimed their value was 
$316.52, which was ten times the average 
earnings over a six-year period. There were 
no actual sales by which to judge. Expert 
witnesses called by the parties substantiated 
the values determined by the parties calling 
them. Restrictions on the sale of the stock 
required it to be offered at book value to 
other stockholders before it could be sold to 
outsiders. The book value was just under 
$130. The main asset of the corporation, 
however, was a secret formula. It is held 
on the basis of this and other evidence, that 
the stock should be valued at $245 per share. 
Ibid. 


Estate Tax: Valuation of blocked foreign 
securities.—Decedent owned certain stocks 
and credits which were held in England and 
which could not be transmitted to the United 
States. Nor could their equivalent at the 
official rate of exchange be realized in the 
United States. There was a lawful way, 
however, under which a certain smaller 
amount could be realized in the United 
States. Their value for estate tax purposes 
is the amount which could be realized here. 
Some further reduction in value is allowed 
on account of adverse claims as to owner- 
ship of the assets. Ibid. 


Estate tax: Valuation of foreign bank ac- 
counts.—The value of an account in an 
English bank is held to be the American 
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equivalent determined by applying the offi- 
cial rate of exchange since the account could 
be transmitted to the United States at that 
rate. 


Estate tax: Claims against the estate: 
Bona fides.—Decedent and his wife executed 
a warranty deed for certain property to a 
corporation owned by him. They leased 
the property to a friend for a long period 
for a purely nominal amount. After dece- 
dent died, the friend’s lease was compromised 
for $1,000. This amount was not deductible 
as a claim against the estate because there 
was no evidence that the claim was “con- 
tracted bona fide and for an adequate and 
full consideration.” [bid. 


Estate tax: Contemplation of death: In- 
surance trusts: $40,000 insurance exemption. 
—Decedent, who died in March, 1941, cre- 
ated trusts to which he assigned policies of 
life insurance on his own life. At that time, 
and at decedent’s death, his family consisted 
of a wife and two children. The trust in- 
strument provided that his wife should be 
life beneficiary with remainders to his issue. 
If no issue survived his wife, or survived 
him (if his wife predeceased him), the prin- 
cipal of the trusts was to go to those named 
in his will or to his heirs at law. The as- 
signments of the insurance policies to the 
trusts were made to conserve the insurance 
protection of his wife and children from the 
vicissitudes of his business life, and to pre- 
vent the dissipation of the insurance proceeds 
during his wife’s life if she survived him. 

It is held that transfers of policies to 
trusts were not made in contemplation of 
death. Further, proceeds of policies in ex- 
cess of $40,000 are includible in decedent’s 
gross estate, pursuant to Section 811 (g) of 
Internal Revenue Code, to the extent paid 
for by decedent, because of his retention of 
a possibility of reverter, which, under the 
law in effect at his death, was a legal inci- 
dent of ownership. 


It is also held, on facts shown, that re- 
spondent erred in disallowing certain deduc- 
tions taken on account of administration 
expenses.—Estate of Wilbur B. Ruthrauff, by 
Abbie H. B. Ruthrauff and Frank Bourne 
Ruthrauff, Executors v. Commissioner, CCH 
Dec. 16,020. 


STATE COURTS 


Deduction of federal income taxes.—The 
Commissioner of Revenues was permanently 
restrained and enjoined from collecting any 
tax due by virtue of Section 2 of Act 135, 
Laws 1947, which allowed the taxpayer 
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to claim fifty per cent of federal income 
taxes paid as a deduction. The case will be 
heard by the Supreme Court.—Ark. Walter's 
Dry Goods Company v. Cook, Commissioner 
of Revenues. 


Exemptions: Transfer to domestic char. 
itable corporation for foreign use.—Dece. 
dent, who died in 1941, bequeathed his 
residuary estate “to the British Government 
to be administered and applied for the benefit 
of British refugee children or similar pur- 
pose.” Because of the incapacity of the 
British Government to act as trustee, the 
Combined British Charitable Fund, a Cali- 
fornia corporation devoted solely to char- 
itable work, was appointed by the probate 
court to serve as trustee. The transfer was 
held to be exempt from California inheritance 
tax as a transfer to a corporation exclusively 
engaged in charitable work under the laws 
of the state, despite the fact that the trans- 
ferred property was not limited for use 
within the state. The transfer was exempt, 
although decedent’s bequest was to the 
British Government, because under Section 
1 (3) of Chapter 358, Laws of 1935, “trans- 
fer” for the purpose of inheritance taxes 
was defined to include the passing of prop- 
erty by “exempt property orders in probate.” 
The appointment of a trustee by the probate 
court because of the incapacity of the trustee 
named by decedent came within this classifica- 
tion.—Calif. In the Matter of the Estate of 





John D. Barter, Deceased. Thomas H. Kuchel, | 


Controller of the State of California, Appel- 
lant v. First Trust and Savings Bank of Pasa- 
dena, and Combined British Charitable Fund, 
a Corporation, Respondent, CCH INHERITANCE 
EstATE AND Girt TAX Reports { 16,174. 


Property tax: Possessory interests of gov- 
ernment contractor.—The possessory inter- 
ests of a government contractor in and to 
land and facilities erected thereon for the 
performance of its contracts, are subject to 
ad valorem taxation. The Mesta Machinery 
Company case is distinguished in that the as- 
sessment therein was not ‘levied against the 
possessory interests of the contractor but 
against the land and machinery, the latter 
being owned by the government, as a whole. 


In the instant case the assessing authorities 


segregated the possessory interest of the 
taxpayer in the land and facilities. The 
counties’ method of determining valuation 
of possessory interests in such instances is sus- 
tained.—Calif. Kaiser Company, Inc., United 
States of America, Intervenor v. Reid et al., 
CCH CALiFornIA TAx REports § 24-030. 


Use tax: Goods not readily obtainable— 
The Tax Commission ruling on the statutory 
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exemption from the use tax of goods not 
readily obtainable in Iowa, that quantity avail- 
able, price element or purchaser’s preference 
for a particular brand or manufacture are 
not factors in determining the “readily ob- 
tainable” question, is reasonable, practical 
and necessary to enforce the use tax. 


Equipment purchased by a utility for use 
in transmission of electricity after it has 
been generated and for operating gas mains 
is not within the exemption. The distribu- 
tion of electricity and gas is not manufac- 
turing; therefore, the exemption of goods 
not readily obtainable used in manufacturing 
is not applicable-—Ia. Peoples Gas & Electric 
Company et al. v. State Tax Commission, CCH 
JowA TAX Reports J 64-509. 


Income tax: Unitary business.—The State 
of Minnesota has the right to tax an equitable 
share, based on a fair allocation formula, 
of the net income received by a taxpayer 
from bulk gasoline stations in Minnesota, 
Iowa and South Dakota and the income 
received by him in his brokerage business, 
which arranged for future deliveries of gas- 
oline from refineries in oil-producing states, 
when his outlets were limited to those pro- 
vided by his own stations. The brokerage 
business was an integral part of the entire 
business of the taxpayer, which consisted 
of the buying and selling of petroleum prod- 
ucts—Minn. Webb v. Commissioner of Tax- 
ation, CCH MiInneEsota TAx Reports ¥ 18,041. 








Oil production tax: Exemption from pay- 
ment.—A lessee producing oil from restricted 
lands of the Five Civilized Indian Tribes 
under departmental lease approved by and 
subject to supervision of the United States 
Department of the Interior, is engaged in 
the operation of a governmental instru- 
mentality. In the absence of permissive 
legislation by Congress or appropriate fed- 
eral consent or waiver of withdrawal of im- 
munity, the oil production is not subject to 
the state excise tax of one eighth of one 
cent per barrel, or to the state gross pro- 
duction tax of five per cent of the value of 
the oil produced.—Okla. Texas Company v. 
Oklahoma Tax Commission; Magnolia Pe- 
troleum Company v. Oklahoma Tax Commis- 
sion, CCH OKLAHOMA TAx Reports { 48-906, 
48-907. 


Corporate net income: Interest on federal 
securities.—Interest on United States secu- 
rities issued on and after March 1, 1941, 
cannot be included in taxable income under 
the Pennsylvania corporate net income tax. 
A state tax measured by corporate net in- 
come computed by including interests on 
United States securities in the taxable in- 
come and by excluding interest on state and 
municipal securities and dividends on corpo- 
rate shares from such income, discriminates 
against United States securities and is un- 
constitutional—Pa. Commonwealth of Penn- 
sylvania v. Curtis Publishing Company. 








conference, the House receded and accepted 
the Senate amendment.* 


The language in the Senate report would 
seem to show that Section 117(j) was in- 
tended to apply not to rental property but 
only to real estate and buildings used as 
subsidiary to non-rental purposes, such as 
manufacturing. 


Conclusion 


The interpretation by the Tax Court in 
the Fackler case that property used in trade 
or business includes all rental property, should 





(Footnote 42 continued) 

Pp. 119: ‘‘While your committee believes it de- 
Sirable for the land and the improvements to 
have the same character, it considers it more 
appropriate to treat all property used in the 
trade or business alike, and not to distinguish 
between the land and other property used in 
the trade or business.”’ 

“H.R. Rep. No. 2586, 77th Congress, 2d Ses- 
Sion (1942), p. 45. 


Interpretations 


TAX COURT IN ERROR—Continued from page 1004 





have been discarded upon the enactment of 
the Revenue Act of 1942. Arguments can 
be marshalled for the Commissioner’s inter- 
pretation; but the interpretation that no 
rental property is property used in trade or 
business, seems to be the legislative inten- 
tion.“ 


[The End] 





44“*Ad hoc amendments to a statute during 
the course of its passage through the two houses 
is often a contributing factor to statutory con- 
fusion and internal conflict. Lawyers and judges 
who have had experience with statutes of this 
character are likely to attribute most of the 
uncertainty which exists in the application of 
legislation to the bad quality of average legis- 
lative draftmanship. Interpretation problems of 
this class are of such comparatively infrequent 
occurrence, however, that such a generalization 
cannot be supported. Further examination 
makes it clear that there are uncertainties in 
the application of statutes which cannot be 
avoided even by full utilization of the best 
drafting methods.’’ Jones, ‘‘Statutory Doubts 
and Legislative Invention,’’ Columbia Law Re- 
view, June, 1940, pp. 957, 962. 
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ALABAMA 
December 1 
Automobile dealers’ report due. 


December 10—— 


Alcoholic beverage report and tax of pub- 
lic service licensees due. 





Alcoholic beverage report of wholesalers 
and distributors due. 


Automobile dealers’ report due. 


Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


December 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due, 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. - 


Income tax fourth installment due. 


Motor carriers’ mileage report and tax 
due. 


Oil and gas conservation tax report and 
payment due, 


Oil and gas production tax report and 
payment due, 


December 20—— 
Automobile dealers’ report due. 


Coal and iron ore mining tax report and 
payment due. 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


Jasper occupation tax return and payment 
due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax report and payment due. 


December 31 


Property tax return and payment due 
(last day). 





ARIZONA 
December 5—— 
Alcoholic beverages licensees’ report due. 


December 10—— 


Wholesalers’ of malt, vinous and spirituous 


liquors report and payment due. 
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December 15—— 
Express companies’ tax due (last day), 
Gross income report and payment due. 
Private car companies’ tax due (last day), 
Use fuel tax report and payment due. 
December 20—— 


Motor carriers’ report and tax due, 


December 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 


December 10—— 


Alcoholic beverages report due. 

Motor fuel carriers’ report due. 

Statement of purchases of natural re- 
sources. 


December 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
December 25—— 


Motor fuel tax report and payment due. 


Natural resources’ severance tax report | 


and payment due. 


December 31 
Automobile manufacturers’ license expires. 





CALIFORNIA 


December i 
Common carrier distilled 
report and payment due. 
Gasoline tax report and payment due. 
December 5—— 


Personal property, secured by real estate, 
tax due (last day). 


Private car tax due. 

Real property tax semi-annual install- 
ment due. 
December 15—— 

Beer and wine report and tax due. 





spirits tax 


Common carriers’ report of alcoholic bev- 
erages imported due. 


Distilled spirits report and tax due. 
Personal income tax third installment due. 
Use fuel tax report and tax due. 
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December 20— 


Motor carriers’ gross receipts report and 
tax due. 


COLORADO 


December 5—— 


Alcoholic beverage manufacturers’ report 
due, 


Motor carriers’ tax due. 


December 10—— 
Motor carriers’ report due. 


December 14—— 
Sales tax report and payment due. 
Use tax report and payment due. 


December 15—— 
Coal mine owners’ report due. 
Coal tonnage tax and report due. 
Income tax fourth installment due. 


December 25—— 


Diesel fuel tax report and payment due. 


Gasoline tax report and payment due. 


December 31 
Motor vehicle registration fee due. 





CONNECTICUT 
December 1 


Gasoline tax due. 


December 15—— 
Gasoline tax report due. 





Gasoline use tax report and payment due. 


State Tax Calendar 








December 20—— 


December 1 


Alcoholic beverage tax return and pay- 
ment due. 






DELAWARE 





December 15—— 


Filling stations’ gasoline tax report due. 


Manufacturers and importers of alcoholic 
beverages report due. 





December 31—— 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 






DISTRICT OF COLUMBIA 





December 10—— 


Licensed manufacturers’ and wholesalers’ 
of beer report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages report 
due. 


December 15-—— 


Beer tax due. 


December 25—— 


Gasoline tax report and payment due. 


FLORIDA 





Automobile transportation companies’ re- 
port and tax due. 


December 10—— 


Agents’ and wholesalers’ cigarette tax 


report due. 


Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


December 15—— 


Dealers’, importers’ and carriers’ gasoline 
report due. 


Gasoline tax report and payment due. 


Motor vehicle fuel use tax report and pay- 
ment due. 


Transporters’ and carriers’ alcoholic bev- 
erage report due. 


December 25—— 


Oil and gas production tax report and 
payment due. 
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GEORGIA 
December 10—— 
Cigar and cigarette wholesale dealers’ 
report due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 


December 15—— 


Malt beverage tax report due. 


December 19—— 
Bank share tax due (last day). 
Intangible personal property 
(last day). 
Property tax due (last day). 
December 20 


Gasoline tax report and payment due. 


December 31 
Chain store and mail order house tax due. 


tax due 








IDAHO 
December 15—— 


Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 

Electric power companies’ report and tax 
due. 

Gasoline tax report and payment due. 


December 19—— 


Property tax semi-annual installment due 
(last day). 


Fourth Monday: 
Personal property tax due. 


December 25—— 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 
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ILLINOIS 
December 10—— 
Motor carriers’ mileage tax due. 


December 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ report and tax due. 
Sales tax report and payment due. 


December 20—— 
Gasoline tax report and payment due. 


December 30—— 
Gasoline transporters’ tax report due. 


INDIANA 
December 1 
Alcoholic vinous beverage tax due. 


December 10—— 


Cigarette distributors’ interstate business 
report due. 


December 15—— 
Alcoholic vinous beverage tax due. 





Cigarette distributors’ drop shipment re- 
port due. 


Fuel use tax report and payment due. 


December 20—— 


Bank and trust companies’ intangibles tax 
report due. 


Bank and trust companies’ share tax re- 
port and payment due. 


Building and loan associations’ intangibles 
tax report and payment due. 


December 25—— 


Distributors’ and carriers’ gasoline tax 
report and payment due. 


Fuel dealers’ fuel use tax report and pay- 
ment due. 


iP 
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due. 


due. December 10—— 


Carriers’ gasoline tax report and tax due. 

Class “A” permittees’ beer tax report and 
payment due. 

ie. ' December 20-—— 

Gasoline tax report and payment due. 


Se 





uSiNess December 31 
Pipe line companies’ inspection fee due 
(last day). 
e. 
KANSAS 
tdi December 10-—— 
Malt beverage report due. 
t due. q S P 
' December 15—— 
Carriers’ gasoline and fuel use tax report 
bles tax due. 
Compensating tax report and payment 
tax re- due. 


Motor carriers’ gross ton mileage tax 
report and payment due. 
December 20—— 
Bank share tax first installment due. 
Property tax first installment due. 
Sales tax report and payment due. 
Use fuel report and payment due. 
December 25—— 


Gasoline tax report and payment due. 


December 31 


ingibles 


ine tax 


nd pay- 





Express companies’ tax due (last day). 


\ KENTUCKY 
December 10—— 


tax due. 
4 Cigarette wholesalers’ report due. 


Distilled liquors blenders’ and rectifiers’ 


tax payment due. 


port due. 


: State T 
— ax Calendar 


December 15—— 


Amusement and entertainment report and 


Refiners’ and importers’ gasoline tax re- 





Alcoholic beverage report due. 

Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 





December 20—— 


Oil production tax report and payment 
due. 





December 31 


Dealers’ and transporters’ gasoline tax 
report and payment due. 





LOUISIANA 


December 1 
Tobacco wholesalers’ report due. 





December 10—— 


Importers’ gasoline tax report due. 

Importers’ kerosene tax report and pay- 
ment due. 

Importers’ light wine and beer report due. 

Importers’ lubricating oils report due. 


December 15—— 


Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ light wine and beer report due. 
Carriers’ lubricating oils report due. 
Intoxicating liquor manufacturers’ 
dealers’ report due. 

Soft drink wholesalers’ report due. 
Tobacco wholesalers’ report due. 


and 


December 20—— 
Dealers’ gasoline tax report and payment 
due. 
Dealers’ kerosene tax report and payment 
due. 








Dealers’ lubricating oils tax and report 
due. 


Fuel use tax report and payment due. 


New Orleans sales and use tax report and 
payment due. 


Petroleum solvents report due. 
Sales and use tax report and payment due. 
Wholesale dealers’ light wine and beer 
tax report due. 
December 31 
Bank share tax due. 
Property tax due, 


Public utility supervision and inspection 
fee due. 





MAINE 
December 10—— 
Malt beverage manufacturers’ and whole- 
salers’ report due. 
December 15—— 


Railroad and street railroad tax install- 
ment due. 


Use fuel tax report and payment due. 


December 31 





Gasoline tax report and payment due. 
Liquor manufacturers’ license fee due. 


MARYLAND 
December 10—— 
Admissions tax payment due. 


December 15—— 
Income tax fourth installment due. 


December 30-—— 


Purchasers’ of cargo lots of motor fuel 


report due. 


December 31 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
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Sales and use tax report and payment due. 


MASSACHUSETTS 
December 10—— 

Alcoholic beverage excise tax report and 

- payment due. 

Meals excise tax report and payment due. 
December 20—— 

Cigarette tax report and payment due, 


December 31 


Motor fuel tax report and payment due. 
Motor vehicle registration fee due. 





MICHIGAN 
December 1—— 
Steam vessel tonnage tax return and pay- 
ment due. 


December 5—— 
Carriers’ gasoline statement due. 


December 10—— 


Common and contract carriers’ 
and fee due. 


December 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
December 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 

Gas and oil severance tax report and pay- 
ment due (last day). 


report 


MINNESOTA 
December 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
December 15—— 
Income tax fourth installment due. 


Interstate motor carriers’ mileage tax due. 
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December 23—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 


MISSISSIPPI 





December 1 


Bank share tax due. 


Electric light and power, express, pipe line, 
railroad, sleeping car, telegraph and 
telephone companies’ tax due. 


December 5—— 


Factories’ report due. 


December 10—— 


Admissions tax report and payment due. 


December 15—— 
Carriers’ gasoline tax report and payment 
due. 
Income tax fourth installment due. 


Manufacturers, distributors and whole- 
salers of tobacco report due. 


Retailers, wholesalers and distributors of 
light wine and beer report due. 


Sales tax report and payment due. 


Timber severance tax report and payment 
due. 


Use fuel tax report and payment due. 
Use tax report and payment due. 


December 20-—— 


Gasoline distributors’, refiners’, and pro- 
cessors’ report and payment due. 


: December 25—— 


Oil severance tax and report due. 
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December 1 


December 5—— 


December 10—— 


December 31 


MISSOURI 





Income tax fourth installment due. 


Non-intoxicating beer permittees’ report 
due. 


Oil inspection tax report and payment 
due. 

Receivers of petroleum products report 
due. 


December 15—— 


Alcoholic beverage sales report due. 


December 25—— 


Use fuel tax report and payment due. 





Franchise tax due. 

Gasoline distributors’ report and payment 
due. 

Merchants’ ad valorem license tax due. 

Real estate and tangible personal property 
tax due (last day). 

Soft drinks manufacturers’ report and 
payment due. 

Utilities’ ad valorem tax due (last day). 





MONTANA 
December 1 
Moving picture theatre licenses issued and 
tax due. 


December 15—— 


Brewers, wholesalers and transporters of 
beer report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 


December 20—— 


Producers, transporters, dealers and re- 
finers of crude petroleum report due. 
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NEBRASKA 
December 1 
Domestic insurance companies’ premiums 
tax due. 
Personal property tax first installment 
due. 
December 15—— 
Alcoholic beverage manufacturers’ and 


wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


NEVADA 

December 1 

Domestic 

than fire 
due. 

Property 





other 
return 


insurance companies’, 
insurance companies, 


tax quarterly installment due. 


December 10—— 


Liquor report by out-of-state vendors 
due. 
December 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 


beverage report due. 


December 25 


Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 





NEW HAMPSHIRE 
December 1 


Property tax due. 


December 10—— 


Manufacturers’ and wholesalers’ alcoholic 
wholesalers’ pay- 


beverages report due; 
ment due. 


December 15—— 
Use fuel tax report and payment due. 


December 31 
Motor fuel report and tax due. 
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NEW JERSEY 





December 1 


Bank share tax semi-annual installment 
due. 

Public utilities’ (using the streets) tax 
third installment due. 

Railroad companies’ franchise and prop- 
erty tax due. 




















































December 10—— 1 
Busses (interstate) report and excise tax } | 
due. : 
Busses (municipal) gross receipts report 
and tax due. 3 
Jitneys (municipal) gross receipts report 
and tax due. ‘ Dece 
December 20—— ( Al 
Alcoholic beverage retail consumption J Dec 
and retail distribution licensees’ report }} N 
and tax due. - 
December 30-—— N 
Carriers’ gasoline tax report due. P 
December 31 
Distributors’ gasoline report and payment Dec 
due. G 
NEW MEXICO 
December 1 : 
Property tax semiannual installment due. ff —_ 
December 15—— C 
Express companies’ tax due (last day). § 
Occupational gross income tax report and § I 
payment due, 
Oil and gas conservation report due. k 
Severance tax and report due. D 
e 
December 20—— | 
Motor carriers’ report and tax due. C 
Pipe line operators’ license tax due. < 
December 25—— ( 
Gasoline tax report and payment due. De 
Use or compensating report and payment 1 
due. 
i 
De 
( 
De 
D 
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NEW YORK 
December 20—— 


Alcoholic beverage tax and report due. 


mption 
report 


December 25—— 
New York City conduit companies’ tax 
and report due. 
New York City public utility 
return and payment due. 
Public utilities’ additional tax and report 
due. 


— ee Wain eke daea bee cee 


excise 





ayment | December 31 
Gasoline tax report and payment due. 
; : NORTH CAROLINA 
n .o 
om » December 10—— 
Carriers’ gasoline tax report and payment 
t day). § due. 
ort and Distributors and bottlers of unfortified 
’ Wines report and payment due. 
due. Railroads’ alcoholic beverage report due. 
December 15—— 
| Income tax fourth installment due. 
ue, Sales tax report and payment due. 
due. Spirituous liquor tax due. 
Use tax report and payment due. 
due. December 20-—— 
ayment 


Distributors’ gasoline ‘tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


r 


alice. 


NORTH DAKOTA 
December 10—— 
i Cigarette distributors’ report due. 
December 15 
seer tax report and payment due. 
Gasoline tax report and payment due. 


é Income tax fourth installment due. 
Interstate motor carriers’ tax due. 


December 25—— 


Use fuel tax report and payment due. 
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OHIO 

December 10—— 
Admissions tax report and payment due. 
Cigarette wholesalers’ report due. 


Class “A” and “B” permittees’ alcoholic 
beverage report due. 


December 14—— 
Utilities’ excise tax due (last day). 


December 15—— 
Cigarette use tax and report due. 


December 20—— 
Dealers’ gasoline tax report due. 


Real and public utility property tax semi- 
annual installment due. 


December 30—— 
Carriers’ gasoline tax report due. 





December 31 
Gasoline tax due. 


OKLAHOMA 


December 5—— 


Operators’ report of mines other than 
coal due. 


December 10—— 


Airports’ gross receipts report and tax 
due. 


Alcoholic beverage report and payment 
due. 


Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


December 15—— 
Carriers’ mileage tax report and payment 
due. 


Dealers’, retailers’ and carriers’ gasoline 
tax report due. 


Income tax fourth installment due. 
Sales tax report and payment due. 


Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 





December 20—— 


Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and tax due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


December 31 


Oil, gas and mineral gross production re- 
port and payment due. 


OREGON 
December 10—— 


Oil production tax report and payment 
due. 
December 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
December 25 


Gasoline tax report and payment due. 


PENNSYLVANIA 
December 10—— 


Importers of spirituous and vinous liquors 
report due. 
Malt beverage report due. 


December 15—— 


Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


December 31 
Gasoline tax report and payment due. 
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RHODE ISLAND 
December 10—— 
Manufacturers’ alcoholic beverage report | 
due. 3 
December 15—— 
Gasoline tax report and payment due. 


SOUTH CAROLINA 


December 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ report|} pece 
and additional tax due. 3 Di. 
Power tax return and payment due (last | , 
day). 4 
December 15—— i 
Income tax fourth installment due. 


December 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil tax return and payment 
due. 
December 31 
Property tax installment due. 


SOUTH DAKOTA 


December 1 
Motor carriers of passengers tax due. 


December 10—— 


Interstate motor carriers’ report and tax 
due, 


December 15—— 


Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 7 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax report due. 

Use fuel tax report and payment due. 


December 20—— 
Passenger mileage tax due. 


December 31 
Dealers’ gasoline tax report due. 


TENNESSEE 


December 10—— 


Alcoholic beverage report due (last day). 
Barrel tax on beer due. ; 
Carriers’ gasoline tax report due. 


December 15—— 


Carriers of use fuel report due. 
Users of fuel report due. 


November, 1947 @e TAX ES—The Tax Magazine : 















ue, 
nt due, i 
report F December 20—— 
| Distributors’ gasoline tax report and pay- 
e (last § ment due. 
F Liquid carbonic acid gas tax due. 
|) Oil production tax report and payment 
. due. 
| Sales and use tax report and payment due. 
+ December 31 
ene: Motor carriers’ tax due. 
1yment 


TEXAS 
December -15—— 
Oleomargarine dealers’ report and tax due. 


| December 20— 

: Carriers’ motor fuel tax report due. 

F Motor fuel tax report and payment due. 
a 4 Users of liquefied gases and liquid fuel 
| tax report and payment due. 

> December 25—— 

nd tax 


Carbon black production tax report and 
payment due, 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theatres tax report 
and payment due. 


December 30-—— 


Oil production tax report and payment 
due. 


December 31—— 
Chain store tax due. 


? 


ue. 
endors’ 


due. 


UTAH 
December 10—— 


Carriers’ use fuel tax report due. 
Liquor licensee report due. 
December 15—— 


Excise (income) tax fourth installment 
* due. 


Use fuel tax report and payment due. 


3 
8 
agasiee tate Tax Calendar 


t day). 









December 25—— 


December 15—— 


Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 


December 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


Corporation income tax fourth install- 
ment due. 

Electric light and power companies’ re- 
port and tax due. 

Personal income tax fourth installment 
due. 


December 31 
Gasoline tax report and payment due. 
Sleeping, parlor and dining car companies’ 

tax due. 





VIRGINIA 
December 5—— 


Individual income tax due. 
Property tax due (last day). 


December 10—— 


Beer dealers’, bottlers’ and manufacturers’ 
report due. 


December 20—— 


Carriers’ gasoline tax report due. 
Use fuel tax report and payment due. 





December 31 
Gasoline tax report and payment due. 


WASHINGTON 


December 10—— 


Brewers and manufacturers of malt pro- 
ducts report due. 


December 15—— 


Butter substitutes report and payment 
due. 

Wholesalers’ cigarette drop shipment re- 
port due. 


December 20-—— 
Use fuel tax report and payment due. 


December 25—— 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
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WEST VIRGINIA 
December 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


December 15—— 
Cigarette use tax report and payment due. 
Sales tax report and payment due. 


December 30—— 
Gasoline tax report and payment due. 


WISCONSIN 
December 1 


Street railways’, air carriers’, heat, light, 
power, conservation and regulation and 
pipe line companies’ property tax due. 


December 10—— 
Alcoholic beverage tax report due. 


Cigarette wholesalers’ and manufacturers’ 
report due. 





December 15—— 

Coal dock tax due. 

Grain elevator tax due. 

Scrap iron and scrap steel dock tax due 
December 20—— 

Gasoline tax report and payment due. 


WYOMING 
December 1 
Metalliferous miners’ report due, 


December 10—— 
Carriers’ gasoline tax report due. 


December 15—— 


Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 


Wholesalers’ gasoline tax report and pay- 


ment due. 


December 31 
Express companies’ gross receipts tax due, 


FEDERAL TAX CALENDAR 


December 1 


Last day for employees whose exemptions 
have changed to file amended with- 
holding exemption certificates for 1948. 


December 10—— 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


December 15—— 


Return of stamp account by brokers, 
dealers in securities, etc., due for Octo- 
ber. Form 828. 


Due date, by general extension, of returns 
for year ending June 30 in the case of: 
(1) foreign partnerships; (2) foreign 
corporations which maintain an office 
or place of business in the United 
States; (3) domestic corporations which 
transact their business and keep their 
records and books of account abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States; and 
(5) American citizens residing or travel- 
ing abroad, including persons in the 
military or naval service on duty out- 
side the United States. Forms: (1), 


1024 


Form 1065; (2)-(4), Forms 1120 and 
1121; (5), Form 1040. 

Due date, by general extension, of non- 
taxable returns for fiscal year ending 
July 31, in the case of fiduciaries for 
estates and trusts, but not returns of 


beneficiaries or other distributees of § 


such estates or trusts. 

Monthly information return of  stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for November. Form 957. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 


all stamps purchased during the preced- } 


ing month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 

Quarterly payments due on 1946 income 
taxes for calendar-year corporations, 
estates, and trusts. 


December 31 


Returns for excise taxes due for preced- 
ing month. Forms 726, 727, 728, 728(a), 
729, 932. 
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°4,332,140,103, at an expense of 
‘35, or $1.12 per $100. In 1947, it 
ated, the Bureau will have 50,000 
es, collecting over $41 billion in 
revenu. at a cost of about forty-three cents 
per $1.0. The Bureau’s efficiency in col- 
lecting “evenue is borne out by the decrease 
in the cost of collecting per $100. Remem- 
ber, tc, that in the last few years income 
tax rcurns have been more complicated 
and nu .bered about 55,000,000 annually. 


Sincs papa couldn’t see the good sense 
in the « ithmetic of putting out forty-three 
cents tc get back $100, the son had to deter- 
mine ai: equitable method of doing without 
the necced additional $20 million. It was 
decided therefore, to apply the cut on a 
percentage basis of 2.118 per cent in the 
Departrient and 11.453 per cent in the field. 
These percentages were apportioned among 
the several units and divisions of the Bureau, 
which, in turn, were given discretion in 
carrying out the cut required of them. The 
Accounts and Collections Unit, which has 
jurisdiction over the employees and func- 
tions of the collectors’ offices and is, there- 
fore, the largest single unit in the Bureau, 
established new personnel ceilings for each 
collector’s office, based on the tabulation of 
the number of returns filed in each district. 
So, while the pile of W-2 statistics in the 
basket grows higher and higher, employees 
who might work on them are laid off. The 
Income Tax Unit, the employer of the reve- 
nue agents, made a straight percentage re- 
duction based on the payroll of each field 
division. The Alcohol Tax Unit, which has 
a substantial number of field inspectors and 
storekeeper-gaugers, applied the cut on the 
basis of the work load in its fifteen field 
districts. In other groups—Intelligence Unit, 
the Miscellaneous Tax Unit, the Employ- 
ment Tax Unit, the Chief Counsel’s Office, 
and the Commissioner’s and Miscellaneous 
Divisions — sufficient vacancies existed to 
absorb the cut and take care of personnel 
reductions allotted to them without causing 
any actual separation. The Technical Staff, 
however, lost six employees. All in all, the 
Bureau laid off 4,185 field employees, of 
whom 3,812 were in the enforcement cate- 
gory and 473 were in the miscellaneous and 
clerical categories. Of that total, approxi- 
mately 100 were permanent employees, but 
all of these were to be assigned to other 
departments of the Bureau. Of course, all 
those employees whose efficiency ratings 


were unsatisfactory were discharged—but 
definitely. 
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WASHINGTON TAX TALK—Continued from page 948 


What has particularly irked Congress, is 
the statement of the Bureau that the $20,000,000 
reduction in its appropriation will result in 
a loss of $400 million revenue. If the Bureau 
was in any way at fault, it was in its lack 
of salesmanship. Who could ask for a more 
sure-fire proposition than a $20 return for 
every one-dollar investment? You can’t get 
that, for a certainty, at Belmont, Arlington 
or Santa Anita. It is not like selling the 
Marshall Plan to the Chicago Tribune and 
it’s a fair guess that not a few of the letters 
Congress received anent the appropriation 
cut were dubious expressions regarding the 
intellectual level at Capitol Hill. In 1946, 
additional taxes assessed and collections in 
warrants amounted to $1,479,000,000 and 
salary costs of the investigating force were 
$73,000,000 resulting in $20.26 revenue for 
one dollar of salary. The twenty dollars 
collected for every one dollar of salary ex- 
pended obtained throughout 1947, but in 
1948 it is estimated that the revenue col- 
lected would have been about twenty-six 
dollars for every one dollar of salary. With 
an appropriation cut of $20 million, the $400 
million revenue loss is reached. 


What the Bureau disliked was that this 
preliminary report was based on investiga- 
tion of only three offices, and invites inves- 
tigation of other of its offices. 


What the taxpayer will dislike is the 
delay in the auditing of his return and in 
the closing of his file for the year. 


What the remaining employees in the 
Bureau will dislike is the blow to their 
morale, which has been higher here than in 
any other governmental department. But 
how certain is the future when an economy- 
minded Congress wields an ax, blindfolded? 


Economy in the federal government is 
needed. Representative Taber and his com- 
mittee are to be commended for their tight 
grip on the purse strings. But appropriations 
for the revenue-producing agency are not in 
the same category as those for broadcasts 
of Burl Ives, Lena Horne or Pinetop Smith 
or some such Americana, to the Russian who 
doesn’t give a thimble of Volga-water for 
United States culture anyway. Two hun- 
dred eight million dollars is a lot of money 
—but so is $40 billion, and Congress needs 
the latter amount. Just look at the line of 
countries, tin cup in hand, that has formed 
on the Capitol steps while Congress was 
away. [The End} 
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